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Foreword 
Robert J. Lynn* 


The purpose of this symposium on the proposed Uniform Com- 
mercial Code is to give the public some understanding of the legal 
and economic changes which will be effected if the Code is enacted 
by the General Assembly of Ohio. Encouraged by Pennsylvania’s 
acceptance of the Act, proponents seek further adoptions in the 
more important commercial and industrial states. Therefore, dedi- 
cation of this and a companion issue of the Journal to familiarizing 
bench and bar with some aspects of Code provisions is most timely. 

Roughly a decade has been devoted to drafting and discussing 
the Code. The final text edition approved by the National Confer- 
ence of Commissioners on Uniform State Laws and the American 
Law Institute is a rather formidable document designed to supplant 
seven current uniform laws and several widely adopted non-uni- 
form statutes. But the Code is something more than a revision and 
rearrangement of comparatively well known codifications of com- 
mercial law. Some changes of substance are introduced. And al- 
though lawyers and businessmen will find that much of the lan- 
guage of the act is familiar, some of the terminology employed is 
new. Complete exploration of the impact of the Code upon the com- 
mercial practices prevailing in a jurisdiction would require exhaus- 
tive research and extended commentary, and authorities under- 
standably disagree on the desirability of the innovations advanced. 
The Committee on Banking and Commercial Law of the Ohio State 
Bar Association believes that if legislative consideration of the Code 
is to be meaningful, a full-time professional group should be author- 
ized by our General Assembly to determine precisely what would 
be required by way of repeal and modification of existing statutes 
in order to integrate the Uniform Commercial Code into the Re- 
vised Code of Ohio. 

Of necessity, then, the authors of the materials herein present- 
ed have been selective in treating facets of the proposed legislation. 
That busy practitioners and teachers are willing to allocate valuable 
time to the preparation of these articles in itself attests the deep 
interest surrounding the advancement of this ambitious under- 


taking. 





*Assistant Professor of Law, College of Law, The Ohio State University. 
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The Proposed Uniform (?) Commercial Code 
Should Not Be Adopted In Ohio 


FREDERICK K. BEUTEL* 


The proposed Uniform Commercial Code! is being considered 
for adoption, among others, in the State of Ohio. The purpose of 
this article is to point out as briefly as possible a few of the reasons 
why it would be a mistake for the legislature of Ohio, or any other 
state for that matter, to adopt this Code. 

It is impossible in an article of this scope even to begin to state 
all of the defects in a code the size of this one. It would take a 
treatise of monumental proportions to explain its effect on the law 
and the changes which it seems to contemplate. However, in the 
brief space available here, an attempt will be made to point out 
some of the major reasons why this Code should not be adopted. 
They are approximately as follows: 

The subject matter covered by the Code is exceedingly broad 
embracing within its terms the heart of what are now the success- 
ful Uniform Commercial Statutes. It is, therefore, too large a pro- 
ject to be dealt with experimentally. 

The process by which it was created was not one calculated 
to reach a fair or expert balancing of the conflicting interests sought 
to be resolved by the commercial law. 

Article 4 on Bank Collections is such a vicious piece of class 
legislation that it discredits the process by which the entire Code 
was created. 

The peculiar vocabulary and erratic use of language would be 
certain to cause trouble if this draft were enacted. 

Because it lacks unity, its adoption would be certain to create 
extensive confusion in a field which is now governed by establish- 
ed uniform statutes. 

Article 9 on Secured Transactions represents a radical depar- 
ture from any known system of law and is too experimental to be 
included at this time in a code for uniform adoption. 





* Professor of Law, University of Nebraska. Author of BeuTEL’s BRANNAN, 
NEGOTIABLE INSTRUMENTS LAW (1948), Unrrorm ComMERCIAL Laws (1950), BANK 
Orricers’ HANDBOOK OF COMMERCIAL BANKING Law (1939), and numerous articles 
on Commercial Law. 

1 Official Draft, Text and Comments published jointly by American Law 
Institute and National Conference of Commissioners on Uniform State Laws 
(1952). Hereinafter called the Code. It will be referred to in the notes by 
section number or as Code p.—. In order to save space, portions of the 
code discussed have only rarely been reprinted, but are cited in each instance 
where they are brought into question. 
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The entire Code should be returned to the Institue for unifi- 
cation, correction of obvious defects in draftsmanship, and for fur- 
ther studies on the unique problems which it will create. 


Tue Scope OF THE CODE 


As indicated elsewhere’ this is one of the most ambitious pro- 
jects of codification ever attempted in the United States. The Code 
by its own provisions® is intended to repeal and replace seven cur- 
rent Uniform Laws and a number of widely adopted non-uniform 
statutes. The Uniform Laws to be repealed are the Negotiable In- 
struments Law, the Warehouse Receipts Act, the Stock Transfer 
Act, the Sales Act, the Bills of Lading Act, the Trusts Receipt Act, 
and the Conditional Sales Act. The first three of these have been 
adopted in every state in the union and in most of the territories.* 
The Bills of Lading Act has been enacted, with variations, by the 
Federal government® and by thirty-two states and territories;* the 
Sales Act in thirty-seven,? the Trusts Receipts Act by twenty- 
seven,* and the Conditional Sales Act by twelve.® But the latter 
has counterparts in numerous statutes adopted in those states which 
have not seen fit to take on the Uniform Act. All of these Uniform 
Laws have been adopted in Ohio’ except the Trusts Receipts and 
the Conditional Sales Acts; and the Ohio statutes have provisions 
similar to and covering a broader field than the latter." 

The non-uniform but widely adopted statutes which this Code 
also intends to repeal include, among others, the American Bank- 
er’s Association Bank Collections Code adopted in twenty or more 
states,!* the Bulk Transfer Laws which appear in the statutes of 
almost all jurisdictions in slightly varying forms, and numerous 
statutes having to do with the rights of creditors and the relation- 
ships of banks to their depositors. The Ohio legislature, as will be 
seen later, has wisely refused to adopt the Bank Collections Code 
but has adopted many of the other statutes, including a good Bulk 
Sales Act.'% 


2 Beutel, The Proposed Uniform Commercial Code as a Problem in Codifi- 
cation, 16 Law & Conremp. Pros. 140 (1951); id., The Proposed Uniform [?] 
Commercial Code Should Not be Adopted, 61 Yate L.J. 334 (1952). 

3 § 10-102. 

4See 5 Untrorm Laws Ann. 6 (1950 Supp.); 3 id. at 6; 6 id. at 6. 

5 39 Srar. 538 (1916); 48 U.S.C. ch. 4 § 81 et seq. (1948). 

6 4 Untrorm Laws Ann. 6 (1950 Supp.). 

71 Untrorm Laws Ann. 6 (1950 Supp.). 

89A Unirorm Laws ANN. 274 (1951). 

92 Untrorm Laws Ann. 6 (1950 Supp.). 

10 Onto Gen. Cope §§ 8106 ff., $§ 8457-8509, 13117-13124; § 8673-1 ff., § 8381 
ff.; § 8993-1 ff. 

11 Td., §§ 8560-8572. 
12 See BeuTret’s BRANNAN, NEGOTIABLE INSTRUMENTS Law (7th ed. 1948) 133. 
13 Onto Gen. Cone § 11102 ff. 
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The first question that arises is whether it is sound policy for 
Ohio to repeal five major and almost unanimously adopted Uni- 
form Laws and a host of lesser statutes intended to be replaced 
by this one Code. As indicated in detail elsewhere’ sixty-three 
per cent of the Code by volume is a re-enactment (with a few ad- 
ditions of subject matter but in almost entirely new language) of 
the five major Uniform Laws which have already been adopted in 
Ohio. Articles 6 and 9, Bulk Sales and Security Transactions, con- 
stitute about eighteen per cent of the Code by volume and cover 
material similar to that found in Ohio in the Bulk Sales Law, the 
Chattel Mortgage, and Conditional Sales Acts. But as indicated be- 
low, the latter rules of law would be radically altered by the Code. 


Article 4 on Bank Deposits and Collections which constitutes 
about nine per cent of the code, luckily for Ohio, as will be indi- 
cated later, has no counterpart in the laws of this state. Article 5, 
Documentary Letters of Credit, is new. The rest of the Code is 
made up of general definitions and other miscellaneous provisions. 
In fact over twenty per cent of the entire volume is scope notes 
and definitions, a defect which will be discussed in detail later. So 
over eighty per cent of the proposed Code is a restatement of Ohio 
statutes, the largest part of which are Uniform Laws now uni- 
formly enacted throughout the entire United States. 

Thus it will be seen that the Code as a whole contains little 
subject matter that is new. One of the draftsmen has said, “Most 
of the Code is merely restatement.”!® These uniform statutes which 
it recodifies have been well received by the courts; and although 
there has been considerable conflict over some sections, these par- 
ticular areas are the exceptions. Even there the meaning of the 
statute is now becoming clearer and the tendency to conflict in de- 
cisions is dying out. Generally, it can be said that there is now uni- 
formity over most of the field. The only question is whether or not 
this draft can consolidate and simplify the law, and is so much bet- 
ter than the statutes already enacted that it is worth at least fifty 
years of legislative and judicial travail and the conflicts and mis- 
understandings that are certain to follow to get the new Code en- 
acted and as well understood as are the present statutes. After this 
is all done, if it can be done, would the result justify the effort? 
There is, therefore, no urgent need for adopting it in Ohio or any 
place else unless it is a great improvement on the current law. A 
detailed examination of its structure and a comparison of Code and 
Ohio statutes will show that this is not the case. 





14 Beutel, The Proposed Uniform [?] Commercial Code Should not be 
Adopted, 61 Yate L.J. 334, 336 (1952). 

15 Gilmore, The Secured Transactions Article of the Commercial Code, 16 
Law & Contemp. Pros. 27, 28 (1951). 
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THE PROCESS BY WHICH THE CODE WAS DRAFTED 


Advocates of the proposed Uniform Commercial Code point 
out that it is a joint product of the American Law Institute and the 
Commission on Uniform Laws. In any advocacy of the Code there 
usually appear the names of many prominent scholars and lawyers 
running into the hundreds who were connected with the Code.'® In 
fact there is here the revision of the common argument of guilt by 
association. This amounts to excellence by association. The chief 
draftsman of the Code also likes to state that it was created by 
democratic process and is therefore a fair and useful law. If the 
creation is a democratic process, it should have among those re- 
sponsible for it a good cross reference of the society whose activities 
it intends to regulate. Unfortunately, this is not the case in the or- 
ganizations responsible for creating the Code. The American Law 
Institute, its chief sponsor, is made up of a group of successful law- 
yers, the judges of the courts of appeal of the various state and Fed- 
eral judiciary, and a collection of distinguished law professors. The 
Commission on Uniform Laws is a committee of the American Bar 
Association now entering its sixty-third year. It is made up of ap- 
pointees of the governors of the various states usually serving 
gratuitously sometimes with part of their expenses appropriated 
by the states.'? It is an open secret that the American Law Institute, 
the American Bar Association, and the Commission on Uniform 
Laws are controlled by the same group of prominent corporation 
lawyers who run the American Bar Association. All of the mem- 
bers, of course, are lawyers representing a divergent class of clients. 
Since these lawyers are the most successful in the profession, the 
preponderant number of them represent corporations, banks, manu- 
facturing, big business, creditor classes, and other vested interests. 
Conspicious by their absence are the lawyers representing labor, 
farmers, debtors, and consumers. Unless it can be argued that the 
college professors or judges represent these, it is fair to say that 
they had little or no voice in the groups which are responsible for 
the Code. 

But it is idle to assume that the members of the American Bar, 
the Institute, and the Commission on Uniform Laws drafted the 
Code. As in the case of the Restatement and, as indicated else- 
where,’® the actual drafting was done by a small committee of law 
college professors, one or two responsible for each separate arti- 
cle’® and under the direction of a chief draftsman, Karl Llewellyn, 


16 For such a list see Code p. 3 ff. 

17For the early history of this body see BruTeL’s BRANNAN, NEGOTIABLE 
INSTRUMENTS Law (7th ed. 1948) Ch. IV. 

18 Beutel, note 2, supra. 

19The names of the earlier draftsmen who have, in some cases, been re- 
placed will be found in the Comments to the first section of each Article in 
the May 1949 Draft of the Code. 
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also a distinguished college professor. Also, as was the case with 
the Restatement,”° there were a group of advisors for each article 
who had more or less intimate contact with the draftsmen in their 
day to day work.*! Unlike the group of advisors responsible for the 
various Restatements of the Common Law, these committees were 
chosen not primarily for their knowledge of the subject being codi- 
fied, but rather on the basis of proportional representation of the 
Commission of Uniform Laws and the ruling committees of the 
American Law Institute.?* 


Most of the greatest authorities in the subject matter of the 
Code are conspicuous by their absence from the advisory com- 
mittees.*’ 


Like the drafts of the Restatement the Code is an ex cathedra 
statement by the professional draftsmen of the law, but not as 
shown by the cases. Rather it is what they think the law ought to 
be. Unlike the Restatement it was not limited to codifying the ex- 
isting decisions. The draftsmen were, so to speak, at large to create 
a law to regulate the commercial world. There was little or no im- 
partial economic research into the workings of the present laws, 
and no limit upon the free rein of the draftsmen to state what the 
law ought to be except the impossibility of getting their drafts ap- 
proved by the committees, the Institute assembled, and the Com- 
missions on Uniform Laws. This process involved submitting the 
draft to the vote of the committees and then to the Institute and the 
Commissioners, but usually on very short notice, where a fully 
prepared draftsman debated against unprepared members who had 
little time to familiarize themselves with the draft under discussion. 
Again and again the Institute voted to approve drafts that had to 
be completely revised because, on careful study, they turned out 
later to be entirely impractical.?* The draftsmen and the committees 





20 The names of these advisors are set out in the first part of each volume 
of the Restatement, for example see RESTATEMENT, CONTRACTS ix (1932). 

21 These men are listed in the 1949 Draft, supra note 19. 

22 Beutel supra note 2, 16 Law & Contemp. Pros. 141, 142 ff (1951). 

23 For example the authors of the leading works on Sales, Williston, Vold, 
and Bogart are not on the committees on the Sales Article, and all of the 
authorities on Commercial Paper except William E. Britton are missing from 
the advisors on Article 3. Among those absent to name only a few are 
Aigler, Chafee, Stephen, and Townsend. In fact the chief draftsman of this 
Article was Dean William L. Prosser a well known authority on Torts with 
comparatively little experience in the field of commercial paper. 

24A striking example of this is found in the case of section 1-107 of 
the 1950 draft which provided that the provisions of the Code were mandatory 
and could not be waived by agreement. This provision was sustained once 
or twice in debate before the Institute; but after it was shown by the writer 
to be impossible of application, see 16 Law anp Contemp. Pros. 141, 161 ff. 
(1951), it disappeared from the Code. 
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also adopted the practice of submitting various drafts for formal 
or informal criticisms by committees of commercial agencies like 
warehousemen, stock brokers, bankers, railroads, and other as- 
sociations. The draftsmen then dickered with these committees or 
their lawyers for changes.”° But these sessions seem to have been 
informal, and so far as the writer knows there is no record of how 
far what might have been an originally fair draft was eventually 
twisted to serve the interest or to receive the support of particular 
pressure groups. But it is clear that the absence of representatives 
of consumers, labor, debtors, farmers, and bank depositors from 
membership of the sponsoring bodies was also apparent in the 
pressure group dealing with the draftsmen and advisory commit- 
tees. The result is that the Code has been pushed far off of center 
from a fair resolution of the various clashing interests involved in 
various commercial transactions. The complete details of this shift 
to the right will only appear after long, complicated and tedious 
studies into the actual or possible workings of the Code, if and when 
it might be adopted. However, there has already appeared one strik- 
ing example of the result of this alleged democratic dickering. This 
is found in Article 4— Bank Deposits and Collections. 


ArTICLE 4— Bank Deposits AND COLLECTIONS IS A PIECE OF 
Vicious Cuass LEGISLATION 


The history of the emergence of this article in its present form 
illustrates the worst features of the process by which this Code 
came into being. The following material which tells the story of 
how this happened is reprinted in part, with their permission, from 
another article by the writer in the Yale Law Journal. The original 
footnotes except those referring to sections of the Code have been 
omitted. 

Article 4 on Bank Collections constitutes eight per 
cent of the entire Code and needs careful scrutiny both as 

to its history and its substantive provisions. For a long time 

the statutes and decisions on bank collections have been in 

a very bad state. In the face of conflicting decisions and 

statutes on almost every aspect of the subject, bankers 

have been adopting the device of contracts to protect them- 
selves against losses which might occur in the collection 
process. These fine print provisions placed on deposit slips, 

Savings account books, notes and other forms used by the 

bank usually provide that the transaction involved is car- 

ried on in the risk of the consumer and that the bank is to 

be free of any resulting liability even for its own negli- 

gence. The courts have often cast a jaundiced eye upon 

these agreements but the law concerning their effective- 
ness has long been in a state of confusion. The Uniform 

Laws Commission has from time to time struggled with 





25 For a reference to this procedure see Code p. 7. 
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the problem of creating a uniform bank collections code. 
At one time they prepared such a statute but it failed of 
approval in the Commission itself because of opposition by 
the banks and their counsel. While the preliminary discus- 
sion of this process was still going on in the Uniform Laws 
Commission, the American Banker’s Association through 
its counsel drafted a law covering the bank collection pro- 
cess designed to protect the banks throughout the process 
of collection, throwing the loss on the customers while 
giving the banks the rights of holders of due course in the 
paper involved. This was dressed up under the deceiving 
title of the Uniform Bank Collections Code and was sold 
by the banking lobby to about nineteen legislatures meet- 
ing over a period of about two years, who seemed to have 
adopted it under the misapprehension that it was a product 
of the Uniform Laws Commission. Thereafter, a number 
of authorities in the field of banking and negotiable instru- 
ments wrote articles exposing the true nature of this so- 
called collections code and adoptions by the legislatures 
thereafter practically ceased. [It is significant that it was 
never adopted in Ohio.] 

The act has been declared unconstitutional in whole or 
in part by the courts of a number of states. The result is 
continuing confusion. About twenty-seven states have the 
common law or fragmentary adoptions on the subject, the 
rest have the American Banker’s Association Bank Col- 
lections Code or something like it. It may be unconstitu- 
tional in whole or in part. Not a very pretty picture. 

The draftsman of the Commercial Code realized this 
situation and set out to produce a uniform act fair to both 
the bankers and the customer to remove the confusion in 
this field. Mr. Leary, the original draftsman of this article, 
after careful research into banking and clearing house 
practices and the current machinery of collection, attempt- 
ed to devise a code which would fairly state the obligation 
of the banks to their customers and properly distribute 
liability and risk of loss. By May of 1951 this draft had al- 
most reached the final stage but it was met by opposition 
in the American Banker’s Association and by their counsel 
and lobbyists who were constantly in attendance at the 
joint meetings of the Uniform Laws Commission and the 
American Law Institute. The result of the pressure was 
so great that in May, 1951 it was decided to omit Article 
4 on Bank Collections from the Uniform Commercial Code, 
and to recommend the Code without it. Mr. Leary, with his 
ideas of fairness, was thus effectively side-tracked. The re- 
duced Code was then finally adopted subject only to minor 
changes before the meeting of the American Bar Associa- 
tion in September of the same year. During the following 
summer months there occurred frenzied activity on the 
part of the bankers and their counsel with the result that 
late in August before the fall meeting of the Commission- 
ers on Uniform Laws and the American Law Institute in 
connection with the American Bar Association there ap- 
peared a completely revised Article 4 in fragmentary form 
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which was mailed to members of the Institute and the 
Commission giving them less than three weeks to examine 
it before the meeting. It was then rushed through the final 
joint meeting with little or no debate and was approved by 
the Commissioners, the American Law Institute and the 
American Bar Association at the same time. It is fair to 
say that the great majority of the members of these organi- 
zations and those at the meeting had not even read the 
complete new Article 4 and that ninety per cent of the en- 
tire membership had no knowledge of its nature. Shocking 
as this seems, it was the usual procedure by which the 
draftsmen had been presenting the Code to the Institute 
and Commissioners, only in this instance their own tech- 
nique was used against them. 

This new Article 4 on Bank Deposits and Collections 
follows very closely the already discredited American 
Banker’s Association Uniform Bank Collection Code. It 
even re-enacts the preference articles which have caused 
that act to be held unconstitutional and which are admit- 
tedly contrary to current federal legislation and not, there- 
fore, applicable to National Banks.2®° However, it goes 
much further than the American Banker’s Association Act 
in that it provides that all paper deposited with the bank, 
unless the contracts indicate otherwise, is left for collec- 
tion”? and is to be handled entirely at the risk of the cus- 
tomer.”® The bank, on the other hand, has all the rights of 
a holder in due course when it is in any danger of suffering 
loss.”® All liability of the bank for improper handling of 
paper so carefully and fairly set up in the earlier drafts is 
removed.* By a trick provision of Section 4-103 and sub- 
section 4,*1 the bank is not bound to follow any of the col- 
lection procedures set out in the act. So long as it acts 
“reasonably,” it is only liable for its own lack of good faith 
and due care;*? but even due care is limited by other pro- 

26 § 4-214; cf. A.B.A. code provision, Itt. Rev. Srat. c. 16a § 37 (3) (Cahill 
1931), declared unconstitutional in People ex rel. Barrett, 362 Ill. 164, 199 N.E. 
272 (1935); and Explanation of Principal Changes, August Revision (mimeo. 
1951) § 4-214. 

27§ 4-201: Unless a contrary intent clearly appears, a depository bank 
takes an item for collection regardless of the form of indorsement or lack of 
indorsement and even though credit for the item is subject to immediate with- 
drawal as of right. 

But see § 4-105 (a). Unless § 4-201 covers all business it is meaningless. 
See Comment to § 4-201 (December Revision 1951). The A.B.A. Code was 
ambiguous on this point, see Illinois Act, supra, note 26, § 26. 

28 § 4-211 (1), § 4-212. 

29 § 4-209, § 4-208. 

30See § 4-103 (August 1951 draft), Explanation of Principal Changes. 

31 § 4-103 (4): The specification or approval of certain procedures by this 
Article does not preclude an agreement authorized by sub-section (1), nor 
constitute disapproval of other procedures which may be reasonable under 
the circumstances. 

32 § 4-103 (1): The effect of the provisions of this Article may be varied 
by general or special agreement except that no agreement can disclaim a 
bank’s responsibility or limit the measure of damages for its own lack of 
good faith or failure to exercise ordinary care. 
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visions of the Code,** and it is not liable for the acts of any 
of its agents or associate banks.** Damages for the lack of 
due care and bad faith are carefully held to the minium;*° 
and any action authorized by this Article is specifically 
made due care for which the bank is not liable.*® 

Among the more striking of the acts authorized on the 
part of the bank are the following. The bank is not bound 
to any notice from anybody except the person depositing 
the paper and need only follow his instructions.*’ The 
whole concept of payment in due course is abolished.** The 
bank can pay a known thief of properly endorsed paper 
without any liability and there is nothing the true owner 
can do about it except bring an injunction “or supply in- 
demnity deemed adequate” by the bank.*® There is grave 
doubt as to whether a law suit would do the true owner 
any good under the circumstances because the bank is al- 
lowed to supply indorsements of customers,*® and is spe- 
cifically protected against any form of notice of agency or 
trust which may appear on the face of the paper or in- 
dorsements.*! The bank may also change by contract any 
of the rules set out in this act except the duty of due 
care.*? Thus the Code appears to completely approve the 
type of surreptitious waivers consistently appearing in fine 
print on bank forms, in spite of the fact that many courts 
have refused to enforce “contracts” of this kind. Article 4 
and the definitions of contracts found in the Code give 
them blanket approval.** 

A careful examination of the wording of the act will 
show that this Article was drafted entirely with the pur- 
pose of protecting the banks so that they could carry on 
their business at the risk of the customer. In most instances 
they have succeeded, with the aid of their lawyers, in shift- 


33 § 4-103 (3): Action or non action approved by this Article or pursuant 
to a general agreement, or, in the absence of special instructions, consistent 
with a banking usage, is ordinary care. 

See §§ 4-108, 4-202 (2), 4-203, 4-205 (2), 4-210, 4-211. 

34 § 4-202 (1): A collecting bank must use ordinary care in (a) presenting 
an item or sending it for presentment; and ... (3) Subject to subsection (1) 
(a), a bank is not liable for the insolvency, neglect, misconduct, mistake or 
default of another bank. See §§ 4-106, 4-102 (2). 

35§§ 4-103 (2), 4-202 (3), supra, note 34, 4-212 (5), 4-402, 4-403 (3), 
4-404, 4-405, 4-407. 

36 § 4-103 (3), supra, note 33. 

37 § 4-203: Only a bank’s transferor can give instructions which affect 
the bank or constitute notice to it and a bank is not liable to prior parties for 
any action taken pursuant to such instructions or in accordance with any 
agreement with its transferor. 

38 §§ 4-203, supra, note 37, 3-603. 

39 § 3-603 (1). 

40 § 4-205 (1). 

41 § 4-205 (2). 

42 § 4-103 (1), supra, note 32. 

43 Ibid. And see definition of Agreement and Contract § 1-201 (3) and 
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ing many of the risks of the banking business to their cus- 
tomers, where fairness in bank collections would require 
that the bank be the insurer of the paper which it is to col- 
lect. A few examples will show the complete one-sidedness 
of the Code. Although the bank is supposed to be the agent 
of its customers for all paper placed in its custody by the 
customer either for deposit or collection,*4 the Code sets 
out specifically and in minute detail the warranties which 
the customer makes to the bank by the transfer of such 
paper.’ But where the bank takes proceeds of the collec- 
tion process on behalf of its customer no such warranties 
are required from the banker. On the contrary, it holds 
such paper to be collected at the risk of the customer.*® 
Where the bank returns statements to the customer he 
must, at his peril, examine the statements not only for ac- 
curacy of signatures and alterations but also endose- 
ments; and failure to turn up defects such as forgeries and 
the like in endorsements within the prescribed time throws 
the loss on the customer even though information of this 
kind is wholly within the knowledge of the banker and be- 
yond the reach of the customer.*? 

An extreme example of this one-sided draftsmanship 
is shown in the duties and liabilities surrounding stop-pay- 
ment as here codified. The customer still has the right to 
stop payment if he does so in the proper form,*® but the 
banker’s liability for wrongfully ignoring stop payment is 
carefully limited to the actual loss caused thereby.*® And 
though the Code does not bother to state the customers’ 
rights, it specifically provides conditions under which the 
bank can sue the customer when it has wrongfully ignored 
a stop payment order." In fact, this Article is so one-sid- 
edly drawn in favor of the banking interests that any bank- 
er who insisted on exercising the rights given him by this 
Code would probably be under suspicion by the better 
business bureau. 





44 § 4-201, supra, note 27. 

45 § 4-207. 

46 § 4-211. See § 4-212. 

47 § 4-406, especially sub-section (1, c). 

48 §§ 4-403, 4-303. 

49 § 4-103 (2). See §§ 4-402, 4-403 (3). 

50 § 4-407: Bank’s Right to Subrogation on Improper Payment 

To prevent unjust enrichment, a bank which has paid a customer’s item 
which it may not charge in full to his account may in an action 

(a) against a prior holder who has received the payment, recover any 
part thereof due to its customer or any prior party in respect of the trans- 
action in which the customer of the depository bank acquired the item; and 


(b) against the drawer, maker or acceptor recover any amount which 
would have been due from him on the item if payment had been refused. 
The bank has no right to charge the customer’s account in respect of such 
cause of action. The bank may bring either or both such actions but may 
have only one satisfaction and any right to consequential or punitive damages 
remains with the customer or holder. 
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This Article is a deliberate sell-out of the American 

Law Institute and the Commission of Uniform Laws to the 

bank lobby in the hope of return for their support of the 

rest of the Code. That this would happen was forecast in 

the debate before the Institute two years ago when Mr. 

Schnader in a discussion with the writer said that it would 

be necessary to make certain concessions to the banking in- 

terests in order to get their support for the Code. And it is 

significant that Mr. Schnader was very active in pushing 

the present article through the meeting of the Commis- 

sioners and the Institute in September even over the ap- 

parent protest of the Editor-in-Chief himself. They not only 
made concessions to the bankers but delivered everything 
they asked for. The banks now have a piece of class legis- 
lation more favorable to their interests than the American 

Banker’s Association Bank Collections Code which their 

lobby failed to put over on the legislatures. This one-sid- 

ed piece of class legislation is now backed by the prestige 

of the American Law Institute and the Commission on 

Uniform Laws. Such a sell-out is beneath the dignity of 

both organizations and is a tremendous blow to their pres- 

tige as scientific bodies. It is doubtful if the majority of the 
members would have approved this article if they had 
known what they were doing; and, if they do so approve, 

it raises the question whether the American Law Institute 

has ceased to be a learned scientific body to become a 

plush pressure group dominated by reactionary financial 

interests.The existence of Article 4 alone is enough to con- 
demn in its entirety the adoption of this Code. 

This, then, is one concrete illustration of results which have 
been obtained under this convention system of drafting statutes 
by this highly un-democratic process. No number of big names or 
claims of experts can replace the cold facts that in Article 4, as 
well as in other portions of the Code, pressure groups have been 
more effective in getting what they want from the Institute and 
the Commissioners than from the legislatures. Since the original 
Bank Collections Code was not adopted in Ohio, there is no reason 
why this one should be. 

It is, therefore, unfortunately, not safe to accept this Code 
merely on the prestige of the professional organizations offering 
it for adoption. Other defects of language and draftsmanship will 
also appear on further study. 


THE PECULIAR AND ERRATIC LANGUAGE USED IN THE CODE 

The language and style of the Code raises many difficulties. In 
the first place this is not a code in the sense in which the term is 
normally used because it is not a unified whole. It is really a col- 
lection of eight separate uncorrelated statutes with a few common 
sections in the front on interpretation, application, and definition, 
which are soon departed from by exceptions found later in the 
various individual Articles. It has been pointed out in detail else- 
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where that over one-fifth of the Code is devoted to creating new 
language,” or better, sets of languages. There may be some argu- 
ment for definitions of terms and even for new ones. But why do 
we need the following sort of thing? In Article 1, “Purchase in- 
cludes taking by sale, mortgage, pledge, lien, issue or re-issue, gift 
[of all things] or other voluntary transaction creating an interest in 
property”; but “Buying” is a much narrower term and “does not 
include a transfer in bulk or as security”; and in Article 8 although 
“a bona fide purchaser” is a “purchaser,” the elements of the act 
of purchase are not synonymous with either “purchase” or “buy- 
ing” as defined in Article 1.52 One may give value, “by taking de- 
livery,”™*? and a “merchant is a person ... having knowledge or 
skill” or one who “employs such a person.”** These are only a few 
examples. As has been shown in detail elsewhere,® one has to 
learn eight such languages before he can understand this Code. 

Out of over one hundred and fifty defined terms, two-thirds 
are used in different meanings in the various Articles.°® Take the 
well-known legal and commercial concept of holder in due course 
for example. It appears under at least five different names, among 
them: “holder in due course,”*? “holders to whom a negotiable 
document of title has been duly negotiated,’®* “purchaser for value 
and without notice,’®® “bona fide purchaser,”® “assignee who takes 
for value,” and a long string of other words not particularly perti- 
nent here.®*! Any good code would use but one term. 

The elements which go to make up this concept, value, good 
faith, and notice, are also chopped into minute and contradictory 
bits. °? 

Value has three meanings ranging from the rule in Clayton’s 





51 See Beutel, supra, note 2; Comment, Creation of Contracts Under the 
Uniform Commercial Code, 13 U. or Pirr. L. Rev. 750 (1952); note, Letters of 
Credit Under the Proposed Uniform Commercial Code: An Opportunity Missed 
62 Yate L. J. 227 (1953). 

52 Cf. 1-201 (32), 1-201 (9), 8-302, “Value” 8-303 (b) and (c), (c) Pro- 
vides that “taking delivery pursuant to a pre-existing contract of purchase” 
is value. Here purchase in “contract of purchase” must be different from 
“purchase” as defined in 1-201 (32), see also definition of contract 1-201 (11) 
and (9), or the whole concept of “value” goes out of the window. It is pretty 
well shot anyhow by the provisions of this sub-section. 

53 7-102 (g) (iii), 9-108 (1) (c). 

542-104 (1). 

55 See Beutel, supra, note 2. 

56 This is spelled out in detail in Beutel, supra, note 2. 

57 3-302, 4-104 (3), 4-209, 5-103 (3). 

58 7-502 (1). 

59 8-202 (1). 

60 8-302 

61 9-206 (2). 

62 See Beutel, supra, note 2, 61 Yate L.J. 334, 339 ff. 
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case,®* considerations for contracts, simple commercial credit, and 
various combinations thereof.® 

Good faith also has three meanings,®* but in Article 8 it is not 
required of a “bona fide purchaser of investment securities.”®* 

Notice has so many definitions and variations that they defy 
classification. But its combined definitions well cover over five 
printed pages® in numerous sections of the Code. It seems to in- 
clude “actual knowledge,”® subjective’ and objective notice,” 
old-fashioned English common law constructive notice,’ and it is 
not clear that even record notice may not sneak into this concept.” 
There are different kinds of notice for bankers,” brokers,” mer- 
chants,”* purchasers of negotiable money paper,’? documents of 
title,”® stocks and bonds,”® and security devices,°° to name only a 
few.®! 

It should be noted that there is being discussed here only 
notice as an element of holding in due course. There are also many 
other kinds of necessary notice, like notice to creditors in bulk 
sales*? and notice to purchasers of collateral.** 

These are only meager examples of such statutory variations 
which have been set out at length and in detail elsewhere,®** and it 





63 3-303, 4-208, 4-209. 

647-102 (g) (i) 

65 8-303, 9-108, 3-303, 4-209. 

66 See Beutel, supra, note 2, 61 Yate L.J. 334, 341; 1-201 (19), 2-103 (b), 
3-302 (b), 4-103 (1, 3 and 4), 7-501 (4), cf. 7-501. 

67 8-302 cf. “notice” 8-304. 

681-201 (25) (27), 3-304, 3-305 (2 e), 3-602, 3-206 (c), 7-501, 8-304, 8-202 
(5), 8-203. 

691-201 (25) (a). 

701-201 (25) (c). 

711-201 (25) (b), 3-304 (2) (4). 

721-201 (25)-(27), 3-304 (2), 8-202 (8), 8-305. See also Beutel, supra, note 
2, 61 Yas L.J. 334, 343. 

73 8-304. 

74 4-203. 

75 8-304. 

76 2-104 (3), 7-501 (4), cf. 1-201 (9). 

77 3-304, 4-203. 

787-501 (4) query if notice of any kind prevents holding in due course 
here. 

79 8-304, 8-305. 

80 9-206 (2). 

81 The effect of notice has been discussed by the author more in detail in 
the articles cited in note 2, supra. See also Beutel, Comparison of the Pro- 
posed Commercial Code Article 3 and the Negotiable Instruments Law, 30 
Nes. L. Rev. 531, 546 (1951). 

82 6-107. 

83 9-302, 9-402. 

84 See Beutel, supra, notes 2 and 81. 
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would be tedious to repeat them here. But the point is that these 
variations are cumulative and multiply like flies, because basic 
terms, like those mentioned above, are used in definitions of other 
terms which vary from article to article. 

What would be the practical result of this kind of terminology 
if it became law and applied to business? One simple example in- 
volving the concept of credit as value will serve to indicate the 
problems of semantics here involved. A seller in a fraudulent trans- 
action conveys some goods to a buyer. He then draws a negotiable 
draft on the buyer and takes it to a bank for collection with a docu- 
ment of title covering the goods attached. The bank gives credit, 
passes it on to a broker for credit, and the broker presents it to the 
buyer who refuses to pay. 

The broker is not a holder in due course of the draft;*> but is 
a holder to whom the document has been duly negotiated.** That 
means he has no rights in the money paper except as assignee of 
the bank, but has perfect “title to the goods,”*®’ that is, if the buyer 
“acquiesed in ” the sellers’ “procurement of the document.”** The 
bank would hold both documents free from any defenses,*® so the 
broker, as an assignee of the bank, with the help of a few common 
law cases not codified here® could probably exert rights in both 
the paper and the goods.®! But if the broker preceded the bank in 
chain of title, he would be in the predicament first indicated. On the 
other hand if the bank gave credit on a checking account, then it too 
would not be a holder in due course of the draft,®? but only of the 
document and the goods.®* If the seller got the order bill of lading 
without the buyer’s acquiesence, then the buyer would have title 
to the goods, but not the document.** The document would not con- 
trol the goods, which conclusion seems to be flatly contradicted 
by Section 2-505 (2). Now if a warehouse receipt were involved in- 
stead of a bill of lading, the buyer would have no title at all® pro- 
vided, of course, no other section of the Sales Article contradicts 
Section 2-401. 

This is the pretty mess resulting from a different set of rules 
for each kind of paper. This example involves mainly the question 





85 3-303. 
86 7-501, 7-102 (g) (i). 
87 7-502 (1) (a). 
88 7-503 (1). 
89 4-209, 4-208. 
90 Burnes v. New Mineral Fertilizer Company, 218 Mass. 300, 105 N.E. 1074 
(1914) ; see 61 Yate L.J. 349 note 103. 
91 4-209, 3-306, 3-201. 
92 4-208 (a). 
93 7-102 (g). 
947-503 (1), 2-505. 
95 2-401 (3). 
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of value as an element of holding in due course. The same situation 
exists on the elements of good faith and notice, and in many other 
places. 

It might be said in passing that, under Section 20 of the Uni- 
form Sales Act, as adopted in Ohio the title to the draft controls 
the entire transaction; the documents and title to the goods are for 
security only, and the question of two types of negotiation does 
not arise. The elements of holding in due course are also much 
more uniform under the present acts,®* also adopted in Ohio. In the 
modern world where credit is the standard method of payment for 
goods and documents, it doesn’t make sense to have a different rule 
as to each kind of paper and a distinction between various kinds 
of bank credit, credit for past bills, commercial credit, and the like. 
It is not uncommon to have goods, money paper, documents of title, 
and even securities involved in one transaction. Why must there 
be different rules for the transfer of each kind of paper for each 
party connected with the transaction depending upon whether or 
not he is a banker, broker, merchant, farmer,®®* or just plain John 
Q. Public? 

As has been shown at length elsewhere the proposed Code is 
much worse in this respect than are the present uniform laws” al- 
ready adopted in Ohio; and incidentally, as already shown under 
Article 4 on Bank Collections, it is usually John Q. Public who gets 
the worst of it under this Code. 


While still on the question of the use of language there is an- 
other defect which needs to be stressed. Any one slightly acquaint- 
ed with the present uniform laws will be immediately struck with 
the new and shiny phraseology of the proposed Code. For some un- 
explainable reason, perhaps just vanity, the draftsmen insisted up- 
on using new language and new outlines of the law, even where 
the Commissioners Comments say they are stating old rules and 
concepts, and where no change seems to have been intended. Un- 
fortunately, codes are complicated bits of law and there are always 
new angles which the draftsmen could not foresee. In the case of 
the older language, litigation and commercial practice will have re- 
vealed its quality and usefulness. It also gradually takes meaning 
in the minds of the profession and the trade. The new language no 
matter how good is subject to the danger that the draftsmen may 
have overlooked vital situations where the change of verbiage will 
give queer results. It also suffers from the danger that it will be 
misunderstood, or be taken to intend a change. In fact, the usual 





96 See Beutel, supra, note 2, 61 YALE L.J. 334, 342 ff. 

96a. Note that farmers cannot sell to a “Buyer in ordinary course of busi- 
ness,” 1-201 (9). 
97 Id., 339 ff. 
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prima facie presumption is that a change was intended, else why 
repeal the old language and create new. 

Now this Code, because of its novel language is fraught with 
the maximum of this danger. Every section and article of every 
current uniform law, including most of the definitions have been 
rewritten in new verbiage. Where the old expressions have been 
saved they are out of context and therefore subject to new in- 
terpretations. This guarantees the type of judicial conflict that 
followed the original adoption of the uniform statutes,®* but in 
much larger quantities. It will also insure some weird changes in 
the law. Two examples will suffice. 

In the illustration just given about the draft and bill of lading, 
part of the weird result in the title to the goods is due to this re- 
wording of settled concepts. The present uniform acts provide that 
the holder in due course of a document of title gets among other 
things “such title to the goods as the person to whose order they 
were to be delivered by the terms of the document, had or had 
ability to convey.”®® And under Section 20 of the Sales Act, the 
seller had only a security right, so the purchaser of the paper in 
all the variations of the case just mentioned would get no more 
than security. But under the proposed Code the person who re- 
ceives by “due negotiations” as holder in due course, Section 7-502, 
acquires thereby “(a) Title to the document and (b) Title to the 
goods.” With the exceptions found in Section 7-503 “A document 
of title confers no rights in goods against a person who before 
issuance of the document had a legal interest in them, and who 
neither delivered or intrusted them to the person procuring the 
document with power of disposition or pursuant to a contract for 
sale, nor acquiesced in his procurement of the document.” 

Now this seems to say the same thing, but it doesn’t. You will 
notice that the document either conveys the entire title or nothing, 
depending upon whether the facts fall within or without these ex- 
ceptions. There is, no conveying of part title or of security rights. 
If, as in the case just mentioned, where the buyer acquiesced in 
the procurement of the document, the facts fall within the excep- 
tions, then the holder in due course of the document gets “title to 
the goods” which is a lot more than the seller had, only a security 
right.? 

Section 2-505 probably intended the same result as Sales Act 
Section 20, but the plain meaning of the document of title provis- 





98 See BeuTtet’s BRANNAN, NEGOTIABLE INSTRUMENTS LAW (7th ed. 1948) Ch. 
V. 


99 Sales Act 33 (a); Warehouse Receipts Act 32 (a); Bills of Lading Act 
41 (a). 
100 2-505 (a). 
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ions,!®! which are controlling, provide otherwise. One might expect 
to find this case covered in Article 9 on Secured Transactions, but 
Section 9-309 says the sections just quoted control. Thus the new 
language destroys the main purpose of using documents of title, 
for security; but is creates a very nice windfall for bankers, financ- 
ing houses, and brokers. Probably only some of the courts will 
swallow it; so there will be more confusion. 

One more example should be dear to the technical heart of 
every teacher of bills and notes. Section 7-104 provides that “a bill 
of lading or other document of title is negotiable,” among other 
things, if “it provides for delivery to bearer or to the order of a 
named person” —“Any other document is non-negotiable.” Tech- 
nically that, of course, means that the very common documents 
payable to a named person or bearer or to a named person or his 
order are not negotiable. 

Two sections later? in providing for the “Essential Terms” of 
a warehouse receipt, the Code requires that the goods be deliver- 
able “to bearer, or to a specified person, or to a specified person or 
his order.” The required negotiable warehouse receipt “to the 
order of a named person” is not even provided for. 

Now you may say that this is a mere quibble. Everybody knows 
that instruments payable to a named person or bearer are “pay- 
able to bearer” and that an instrument is “payable to the order of 
a named person” whether it is payable to his order or to him or 
his order and that all these forms are negotiable. But why is this 
so? Because the Negotiable Instruments Law Sections 8 and 9 and 
the Warehouse Receipts Act Sections 5 and 7 specifically so pro- 
vide. But both these acts are expressly repealed.’* Therefore, if 
you are to have any negotiable warehouse receipts payable to a 
named person or bearer, or to a “specified person or his order” you 
will have to do it by some process of reliance upon cases supported 
by repealed statutes. 

Now in rebuttal it may be answered that the Section 7-104 
was copied verbatim from Section 5 of the Warehouse Receipts 
Act, and that there have been no such troubles under this act. The 
answer is simple. The copying verbatim is true; but Section 7 of the 
W.R.A. provides that a non-negotiable receipt shall be marked 
“non-negotiable” and that if it is not the holder may treat it as 
negotiable. This section is absent from the Code, which is a “tight” 
statute. So the trade is going to have to learn the law all over or 
rely upon cases based upon repealed statutes. Probably, some 
courts will choose one and some the other alternative; so again, 
conflict is assured. 





101 7-502, 7-503. 
102 7-202. 
103 10-102. 
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These are only two examples of thousands of unclear, unneces- 
sary and unintended variations which the plain meaning of the 
changed language is going to create. Courts following the plain 
meaning of the proposed Code, as they should if it were enacted, 
will, therefore, come into conflicts with those who follow the law 
as it is now understood and probably was intended. Confusion is 
inevitable, and no amount of ingenious and improper interpretation 
will prevent it. 

All this could have been avoided by the use of well-establish- 
ed statutory language. 

A third objection to this Code is that it seems to go in for 
novelty, just for novelty’s sake. 

A good example of this, which is another iron-clad guarantee 
of complete confusion, is the now infamous Section 1-105 which 
created a unique doctrine of conflict of laws just for this Code. In 
spite of the fact that this section has been denounced by almost 
all authorities on conflicts, not directly connected with the drafting 
of the Code, including Rheinstein,’ Rabel,!® Cheatham,!% and 
an assembly of Conflict of Laws teachers, and although it is not 
needed at all, it still appears in all its glory in the Official Draft. 

It would be redundant here to attempt to set forth all the 
arguments. It is enough to note that the section as set out in the 
margin’®® requires that the law of the forum, the Commercial Code, 





104 Rheinstein, Conflict of Laws in The Uniform Commercial Code, 16 Law 
& Contemp. Pros. 114, 115 (1951); id. Book Review, 26 Inv. L. Rev. 576, 581 
(1951). 

105 Rabel, The Sales Law in the Proposed Commercial Code, 17 U. or Cut. 
L. Rev. 427, 428 (1950). 

106 See Rheinstein, supra, note 104, 16 Law & Contemp. Pros. 114, 115. 

107 Jd. 

108 Section 1-105. Applicability of the Act; Parties’ Right to Choose Ap- 
plicable Law. 

(1) Article 1 applied to any contract or transaction to which any other 
Article of this Act applies. 

(2) The articles on Sales (Article 2), Documentary Letters of Credit 
(Article 5) and Documents of Title (Article 7) apply whenever any contract 
or transaction within the terms of any one of the Articles is made or occurs 
after the effective date of this Act and the contract 

(a) is made, offered or accepted or the transaction occurs within this 

state; or 

(b) is to be performed or completed wholly or in part within this state; or 

(c) relates to or involves goods which are to be or are in fact delivered, 

shipped or received within this state; or 

(d) involves a bill of lading, warehouse receipt or other document of 

title which is to be or is in fact issued, delivered, sent or received 
within this state; or 

(e) is an application or agreement for a credit made, sent or received 

within this state, or involves a credit issued in this state or under 
which drafts are to be presented in this state or confirmation or ad- 
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shall apply to any commercial transactions that any way touches 
the state of the forum. Since a large proportion of important com- 
mercial transactions are either interstate or international, this 
would require a court of the forum to apply its own law to all as- 
pects of such transactions. In suits involving international trade 
foreign law would be wiped out. In domestic interstate trade no 
lawyer could advise his client because he could not anticipate which 
state the transaction might touch, or where his opponent might 
decide to sue. It needs no citation of authorities to show what this 
provision would do to the established rules of conflicts as laid down 
by the courts of Ohio. 

Until the Code is uniformly adopted, which is likely to never 
happen, or at best will take twenty-five to fifty years, confusion 
is assured. We have been told that as soon as the Code becomes 
uniformly adopted this difficulty will disappear. This overlooks the 
fact that, with the other possibilities of conflicting decisions already 
mentioned and yet to be mentioned, there would continue to be a 
gigantic problem of choice of law. It should also be noted that the 
Code itself in many places preserves the conflicting state laws; for 
example, liability for negligence in Sections 7-204 and 7-309. There 
are many others.! 





vice of which is sent or received within this state, or involves any 
negotiation within this state of a draft drawn under a credit. 

(3) The Articles on Commercial Paper (Article 3) and Bank Deposits 
and Collections (Article 4) apply whenever any contract or transaction within 
the terms of either of the Articles is made or occurs after the effective date 
of this Act and the contract 

(a) is made, offered or accepted or the transaction occurs within this 

state; or 

(b) is to be performed or completed wholly or in part within this state; or 

(c) involves commercial paper which is made, drawn or transferred with- 

in this state. 

(4) The Article on Investment Securities (Article 8) applies whenever 
any contract or transaction within its terms is made or occurs after the effec- 
tive date of this Act and the contract 

(a) is made, offered or accepted or occurs within this state; or 

(b) is to be performed or completed wholly or in part within this state; or 

(c) involves an investment security issued or transferred within this state. 
But the validity of a corporate security shall be governed by the law of the 
jurisdiction of incorporation. 

(5) The Articles on Bulk Transfers (Article 6) and Secured Transactions 
(Article 9) apply whenever any contract or transaction within their terms is 
made or occurs after the effective date of this Act and falls within the pro- 
visions of Section 6-102 or Sections 9-102 and 9-103. 

(6) Whenever a contract, instrument, document, security or transaction 
bears a reasonable relationship to one or more states or nations in addition 
to this state the parties may agree that the law of any such other state or 
nation shall govern their rights and duties. In the absence of an agreement 
which meets the requirements of this subsection, this Act governs. 

109 For example see 6-106 Bulk Sales, 9-102, 3-121. 
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The Code itself also provides for exception from this rule for 
the benefit of banks,!!° security debtors,!!! and others.'!? It also 
provides that the section can be contracted away by the parties.''* 
Professor Gilmore" has suggested that this removes the objections. 
If this be sound, then there is no use of arguing about the merits 
of the Code because most of it also can be contracted away," all 
of which puts a great premium upon sophistication and gives undue 
advantages to businesses able to hire council in advance of every 
transaction. A good code should minimize, not increase this in- 
equality. 

A fourth and very important objection to this Code is that it 
is fragmentary. Any good code is couched in general language in- 
tended to cover all cases. This collection of statutes goes into minute 
details about single situations covering only fragments of the law. 
Look at the Commissioners Comment!!* to Section 9-102, and you 
will find an index to special rules found in that one article. The 
index alone covers three pages. 

Let us examine one example of the effect of failing to codify 
general law. Section 59 of the Negotiable Instruments Law states 
a simple general principle as follows: “Every holder is deemed 
prima facie to be a holder in due course.” Now the cross references 
in the front of the Code refer to four sections which are supposed 
to state this rule 3-207, 3-306, 3-307, and 8-301; 3-207 has to do 
with the effect of negotiation by infants, etc., 3-306 the rights of 
one not a holder in due course, 3-307 covers the burden of estab- 
lishing signatures,’7 and 8-301 covers the rights acquired by a 
bona fide purchaser of a security. None states the general principle. 
Now it should be noted that the principle as stated by the Negoti- 
able Instruments Law, Section 59, should apply to all negotiable 
paper, money paper, documents of title, and securities. Yet the 
cross references in the first of the Code show no such section, and 
after fairly diligent search it has not been discovered. If it were 
found, it would have to be repeated at least three times because the 
general principles of negotiation are nowhere set out; but each 
type of negotiable paper has its own little separate article. It might 
have been placed in Article 1, but was not.148 Now even with 





110 4-102 (7). 

111 9-103. 

1121-105 (6). 

1131-105 (6). 

114 Gilmore, The Uniform Commercial Code, A Reply to Professor Beutel, 
61 Yaue L.J. 364, 373 (1952). 

1151-102 (b). 

116 Code p. 693-696. 

117 For money paper the general principle of N.I.L. 59 might be reached 
by a backhanded interpretation of 3-201 (3). 
118 Cf, 1-202 on authenticity of documents. 
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Negotiable Instruments Law Section 59 on the books some courts 
have gone wrong on the proposition that a holder is prima facie 
the owner.!?® What will happen when this section is repealed and 
there is none to replace it? 

The same is true of N.I.L. 24. “Every instrument is deemed 
prima facie to have been issued for consideration.”?*° 

All this and much more is well known general law, perhaps 
so well known that the draftsmen did not bother to put it down in 
the special statutes which they were constructing; but this is well 
known law not by virtue of the common law, but because of uni- 
form statutes which this Code expressly repeals. Where are these 
and many similar general principles!*1 to come from after repeal? 
Here again confusion is guaranteed by adoption of this Code. 

This leads us to another major objection to this Code. It is bas- 
ed upon a peculiar realistic idea of the nature of law, that what the 
officials do and not the statutes is the law.!*? For example, Sections 
7-204 and 7-309 provide for a standard of care on the part of ware- 
housemen and carriers on issuing documents of title. They are 
somewhat complicated and far too long to reproduce here. But at 
the end of the sections it is provided that “This section does not 
repeal or change any existing rule of law which imposes a higher 
or different responsibility or invalidates contractual limitations 
which would be permissible under this Article.” Now both the 
Uniform Warehouse Receipts Act and the Uniform Bill of Lading 
Act Sections 3 (b) impose both “higher” and “different” liabilities 
upon carriers and warehousemen; but the cases under these acts 
are split as to their result.!*° These acts are also repealed in their 
entirety by Section 10-102 of this Code. What is the “rule of law” 
that the Code is talking about? If it is the old uniform statutes 
they are repealed unless this particular section is taken to contra- 
dict the general repeal, in which case they are not repealed; but 
then they would contradict the plain words of the sections. If this 
was meant to be the law why did not the Code use the old uniform 





119Standard v. Orleans Flour Co., 93 Neb. 389, 140 N.W. 636 (1913); 
Eichinger v. Zimmerman, 243 N.Y. Supp. 155, 230 App. Div. 708 (1930); The 
Masonic Temple Craft v. Stauss, 152 Neb. 604, 42 N.W. (2d) 178 (1950); 
contra: BeuTsL’s BRANNAN, NEGOTIABLE INSTRUMENTS LAW (7th ed. 1948) 859 ff. 

120 3-408 covers antecedent debts only. 

121 For example N.ILL. 16 Conclusive presumption of delivery to Holder 
in due course, N.IL. 46, place of indorsement. 

122 See Llewellyn, Bramble Bush (1951) p. 13 ff. The author has changed 
his position in theory, see id. p. 8, but it still appears in practice throughout 
the code as indicated here. 

123 Central Storage Warehouse Co. v. Pickening, 114 Ohio St. 76, 151 N-E. 
39 (1926); contra: Healy v. New York Central, 153 App. Div. 516, 138 N.Y. 
Supp. 237 (1912) and cases cited Beutel, Unrrorm CommerciraL Laws (1950) 
228-245. 
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sections in question with such amendments as would remove the 
judicial conflict? That would be too simple! Probably what is meant 
by “rule of law” is the court decision in the various states just 
mentioned, unsupported by the repealed statutes upon which they 
are based. A pretty mess, but in accordance with the original juri- 
dical doctrine of realism. 

As has been pointed out at length elsewhere!** the Code is full 
of this sort of thing, being drafted on the theory that there is a 
common law or some kind of “law” outside the Code which will 
settle fundamental questions. No such general common law ever 
existed,!*5 and the repealed statutes have been the basis of any 
other law for about fifty years. It is true that in each state there 
were decisions and common law before the adoption of the Uni- 
form Statutes. As, for example, the pre-statutory Common Law of 
Ohio, which could form the background to fill the hiatus created 
by the repeal of the uniform statutes and the silence of the new 
Code. Disregarding the fact that many of the older Ohio decisions 
themselves rested upon repealed statutes and assuming that a local 
state common law could come to the rescue of the Code, each state 
would necessarily furnish its own background of common law, and 
the old confusion which existed before the enactment of the uni- 
form laws would again be revived. The national adoption of the 
Code then would be more likely to result in chaos than uniformity. 

A fifth and fundamental objection to the proposed Code is its 
unusual style. It is a characteristic of codes that they are couched 
in simple general language. If one will examine the Negotiable 
Instruments Law, the Sales Act, most of the uniform commercial 
statutes, and the other codes of the world, he will find that they 
consist mostly of short, concise sections in terse sentences. This 
Code, however, has long and complicated sections, often incorpor- 
ating by reference whole sections as exceptions, in sentences that 
are a half page or more long. Just thumb through Article 9, and 
this will at once become apparent. 

Section 9-312, set out in the margin,!** which purports to state 





124 See Beutel, supra, note 2, 16 Law & Contemp. Pros. 141, 154 ff. 

125 See BeuTet’s BRANNAN, NEGOTIABLE INSTRUMENTS Law (7th ed. 1948) Chs. 
I-III. 
126 Section 9-312. Conflicting Security Interests: General Rules of Priority. 

When conflicting security interests attach to the same collateral, such in- 
terests rank in the order of time of perfection with the following exceptions: 

(1) An interest which attaches after filing takes priority from the time 
of filing, but in case of conflict this rule is subject to the rules stated in the 
following subsections. 

(2) A secured party who has a perfected security interest and who makes 
later advances to the debtor on the same collateral and under the same se- 
curity agreement takes priority as to the later advances from the time when 
his security interest was originally perfected. 
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general rules of priorities of conflicting security interests, is one 
of the worst examples of this sort of thing. In the original it is a 
page and a half long, divided into eight sub-sections, seven of 
which are exceptions to the first, which, in turn, is an exception 
to the rule stated. Many of the sub-sections are exceptions within 
exceptions to each other, and the last incorporates three other 
sections covering two and a half pages, which “supplement” what- 
ever that means, “the rules stated in this section.” It seems im- 
possible to tell what it means, and there is doubt whether a logician 
or a grammarian could diagram it. All this seems unnecessary. 
Since they were creating a code, all they had to do was to state 





(3) A secured party who has a perfected security interest and who ac- 
quires rights in after-acquired collateral under a term in the security agree- 
ment takes priority as to such rights from the time when his security interest 
was originally perfected, whether or not he makes advances on the after- 
acquired collateral, except as otherwise provided in subsection (4). 

(4) A purchase money security interest has priority over a conflicting 
interest in the same collateral which is claimed under an after-acquired prop- 
erty clause if the purchase money security interest is perfected at the time 
the debtor receives the collateral or within ten days thereafter and, where the 
collateral is inventory, if before the debtor receives it the purchase money 
party also notifies any secured party who has made a prior filing covering in- 
ventory of the type concerned. Such notification must describe the inventory 
concerned, state that the interest is a purchase money security interest and 
specify its amount. If, however, the interest claimed under an after-acquired 
property clause is itself a purchase money security interest, the rule stated 
in subsection (5) applies. 

(5) When there are conflicting purchase money security interests, the 
interest of a seller or of a secured party whose advance was used at his di- 
rection to pay a seller takes priority if he has perfected his interest at the 
time the debtor receives the collateral or within ten days thereafter. In any 
other case of conflicting purchase money security interests they rank equally. 

(6) When the collateral is crops the interest of a later secured party who, 
in order to enable the debtor to produce them, makes a new advance, incurs 
a new obligation, releases a perfected security interest or gives other new 
value during the production season or not more than three months before the 
crops are planted or otherwise become growing crops, takes priority over 
the interest of an earlier secured party to the extent that the earlier interest 
secured obligations (such as rent, interest or mortgage principal amortization) 
due more than six months before the crops are planted or otherwise become 
growing crops. 

(7) A security interest which secures an obligation to reimburse a surety 
or other person secondarily obligated to complete performance is subordinate 
to a later security interest given to a secured party who makes a new ad- 
vance, incurs a new obligation, releases a perfected security interest or gives 
other new value to enable the debtor to perform the obligation for which the 
earlier secured party is liable. 

(8) Section 9-313 on goods which are part of the realty, Section 9-314 
on goods which are affixed to other goods and Section 9-315 on goods which 
are commingled or processed state rules of priority which supplement the 
rules stated in this section. 
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“Conflicting Security Interests shall take priority in the following 
order” and then list them. 

Section 3-304 on notice to purchasers of money paper is an- 
other beauty; but this has been spelled out at length elsewhere'** 
and there is no need to reproduce it here. There are many others 
of this ilk.!*8 

Another example of this obscure and technically bad drafts- 
manship is found in Section 9-206. There has long been a conflict 
as to the negotiability of chattel notes, that is, notes otherwise 
negotiable containing a security agreement.!*® There has also been 
a conflict as to the effect of transfer of negotiable paper with col- 
lateral security agreements like mortgages, conditional sales, bail- 
ment leases, and the like. Some courts have held that the subsidiary 
contract was negotiable with the note,!*° others that the subsidiary 
contract being non-negotiable the note was likewise so,'*! and some 
that the note passed by negotiation and the subsidiary contract by 
assignment.'*? To meet this difficulty many lawyers have created 
the device of negotiability by contract which has been discussed 
at length elsewhere, and upon the effect of which the courts are 
also split.1** Here was an excellent opportunity for the draftsmen 
to clear up the law. What have they done about it? Enacted Section 
9-206, set out in the margin,'** with the rule that in the case of 





127 Beutel, Comparison of the Proposed Commercial Code, Article 3 and 
the Negotiable Instruments Law, 30 Nes. L. Rev. (1951) 531, 546 ff. 

128 For example see, 1-105, 2-401, 3-501, 4-207, 7-210, 7-308, 7-403, 8-202. 

129 The discussion goes back to the Ames Brewster Controversy. For a 
collection of authorities see Beutel, Untrorm CommerciaL Laws (1950) 219 ff. 

130 For authorities supporting this view see, 2 Jones, Mortcacrs (8th ed. 
1928) §§ 1057 ff, 1063 ff; Britton, Assignments of Mortgages Securing Negotiable 
Notes, 10 Int. L. Rev. 337 (1915). 

131 State National Bank of El Paso, Texas v. J. H. Contrell, 47 N.M. 389, 143 
P. 2d 592 (1943); see note 152 A.L.R. 1222 (1944). 

132 See Note, 29 Nes. L. Rev. 606 (1950). 

133 See Beutel, Negotiability by Contract, 28 Inu. L. Rev. 205 (1933). 

134 Section 9-206. Agreement Not to Assert Defenses Against Assignee; 
Modification of Sales Warranties by Security Agreement. 

(1) An agreement by a buyer of consumer goods as part of the contract 
for sale that he will not assert against an assignee any claim or defense arising 
out of the sale is not enforceable by any person. If such a buyer as part of 
one transaction signs both a negotiable instrument and a security agreement 
even a holder in due course of the negotiable instrument is subject to such 
claims or defenses if he seeks to enforce the security interest either by pro- 
ceeding under the security agreement or by attaching or levying upon the 
goods in an action upon the instrument. 

(2) In all other cases an agreement by a buyer that he will not assert 
against an assignee any claim or defense arising out of the sale is enforceable 
by an assignee who takes his assignment for value, in good faith and without 
notice of a claim or defense, except as to defenses of a type which may be 
asserted against a holder in due course of a negotiable instrument under the 
Article on Commercial Paper (Article 3). A buyer who as part of one trans- 
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“consumer goods” (a concept which itself is not clear in the defi- 
nition, Section 9-109) even a negotiable note secured by such goods 
is not negotiable if the holder attempts to enforce the security or 
levy on the goods. If he does not so levy, the note apparently is 
negotiable. (A nice trap for the unsophisticated, making the sub- 
stantive right depend upon the choice of procedural remedy.) But 
in all other cases where negotiability by contract or a negotiable 
note is involved, the buyer will have been presumed to have signed 
a contract waiving defenses. On just what is the effect of the pre- 
sumed waiver, and whether the security contract passes by negoti- 
ation, assignment, estoppel by contract, etc., the section is silent. 
In this, one of the commoner business transactions, it will take 
about fifty years of litigation to tell what this section means; con- 
flicting decisions are assured in advance. It could all have been set- 
tled by providing that when a non-negotiable contract secures a ne- 
gotiable note, both pass by negotiation, or better, that the note pass- 
es by negotiation and the contract by assignment. 

This was suggested to the draftsmen at a conference of experts 
about six years ago; like many suggestions for improvements in 
these drafts, it fell on deaf ears. There is no excuse for this sort 
of thing, but the Code is still full of it. 


ARTICLE 9 IS TOO EXPERIMENTAL AND TOO CRUDE 


In theory Article 9 on Secured Transactions is an attempt to 
consolidate all security transactions to one system of law and to 
provide for a recording system to protect lenders and bona fide 
purchasers of the property given as security. It not only is intended 
to replace the Uniform Conditional Sales Act, Chattel Mortgage 
Acts, and the Uniform Trust Receipts Act, but also it attempts to 
govern any sort of commercial transaction which results in a lien 
on or pledge of goods, accounts, or commercial paper. It is obvious- 
ly a grandiose experiment in attempting to codify the law govern- 
ing all of the various commercial security transactions. In the words 
of the draftsman 


Article 9 deliberately cuts loose from all anchorage 
in the past. It cuts across what have been regarded as sepa- 
rate fields of law, introducing a completely new termin- 
ology, incidentally repeals much old law, and in the pro- 
cess creates, and attempts to solve, new problems of its 
own. 





action signs both a negotiable instrument and a security agreement makes 
such an agreement. 

(3) When a seller retains a purchase money security interest in goods the 
sale is governed by the Article on Sales (Article 2) and a security agreement 
cannot limit or modify warranties made in the original contract of sale. 

135 Gilmore, The Secured Transactions Article of the Commercial Code, 
16 Law & Contemp. Pros. 27, 28 (1951). Confirming this statement Comment 
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No economic data is offered to show that such sweeping 
changes in the law are necessary and there seems to be little if any 
research to indicate that the particular rules of law suggested here 
would be better than any of hundreds of others that might be used. 
To urge the adoption of such a new and untried statute is a rash 
shot in the dark to say the least. 

As already indicated by many examples in this and other dis- 
cussions, Article 9 is not well drafted. The many intricate changes 
in the law which it attempts raise problems of interpretation of 
gigantic scope. Already almost as much has been written about this 
Article as the rest of the Code combined!** and still its concepts 
are hazy, its language complicated and obscure, and its impact upon 
the business world scarcely considered. 

One example in addition to those already given will suffice 
to show the perils involved in adopting this kind of statute. Section 
9-109, set out in the margin,!*7 divides goods into four classifica- 





No. 2, to Section 9-105, Code p. 708 says: 

“2. ‘Debtor’ (subsection (1) (d): the terms ‘debtor’ and ‘secured party’ 
(subsection (1) (i) ), which are used in this Article to describe the parties 
to a security transaction, have been chosen in a deliberate effort to break 
away from existing terminology. 

This Article abandons distinctions based on the form of the various se- 
curity devices (see Comment to Section 9-101) and refers generally to ‘se- 
curity interests’ (defined in Section 1-201). It is necessary to have a set of 
terms to describe the parties to a security transaction, but the selection of 
the set of terms applicable to any one of the existing forms (for example, 
mortgagor and mortgagee) might carry to some extent the implication that 
the existing law referable to that form was to be used for the construction 
and interpretation of this Article. Since it is desired to avoid any such im- 
plication, a set of terms having no common law or statutory roots has been 
chosen.” 

136 Article 9 has been discussed, among others, in the following articles: 
Dunham, Inventory and Accounts Receivable Financing, 62 Harv. L. Rev. 588 
(1949); Llewellyn, Problems of Codifying Security Law, 13 Law & Conremp. 
Pros. 687 (1948); Ireton, The Proposed Commercial Code: A New Deal in 
Chattel Security, 43 Int. L. Rev. 794 (1949); Kripke, The “Secured Transac- 
tions” Provisions of the Uniform Commercial Code, 35 Va. L. Rev. 577 (1949); 
Kripke, Chattel Paper as a Negotiable Specialty under the Uniform Commercial 
Code, 59 Yate L. J. 1209 (1950); Gilmore, The Secured Transactions Article of 
the Commercial Code, Everett, Securing Security, Countryman, The Secured 
Transactions Article of the Commercial Code and Section 60 of the Bankruptcy 
Act, all in 16 Law & Contemp. Pros. 27, 49 and 76 (1951). All of 13 Law & 
Contemp. Pros. 553-702 (1948) was devoted to the problem; Brindbaum Article 
9—A Restatement and Revision of Chattel Security, [1952] Wisconstn L. Rev. 
348; note id 730. 

137 Section 9-109. Classification of Goods: “Consumer Goods”; “Equip- 
ment”; “Farm Products”; “Inventory.” 

Goods are 

(1) “consumer goods” if they are used or bought for use primarily for 
personal, family or household purposes; 

(2) “equipment” if they are used or bought for use primarily in business 
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tions — ‘consumers’ goods,” “farm products,” “inventory,” and 
“equipment.” The latter seems to be a catch-all for goods not 
found in the other three classifications. All of these terms are highly 
technical and most af them are not used in the ordinary sense in 
which they are understood in commerce and trade. Yet this classifi- 
cation becomes the basis of later determining the conflicting rights 
of purchasers and debtors, the nature of rights and actions to be 
taken on default and the determination for the place of filing.’** 
In regard to this latter alone it should be noted that there are at 
least six different places and one alternative provision provided 
for filing,4*® and the debtor must choose the right place to file at 
the peril of failing to perfect his rights’*® or losing them to subse- 
quent purchasers or other creditors.‘41 Now it should be noted 
that the definitions of the various classes of goods seem to depend 
upon the intention of the debtor in dealing with them. For example, 
if a farmer wants to borrow money on grain stored on his farm, 
the grain seems to be “farm products,” if he intends to feed it to 
his stock; “inventory,” if he intends to sell'** or re-sell it; “con- 
sumers’ goods,” if he intends to grind and use it for personal or 
family use; and apparently “equipment” if he bought it from a 
neighbor and is just holding it, not having yet made up his mind 
what he intends to do with it. 

The creditor will either have to know or guess the farmer’s 
intention before he can choose the proper recording office.'*? Now 
if the farmer has multiple’ intentions on a bin full of fungible goods 
or may change his mind about their disposition, the only thing a 
lawyer could advise his client, the creditor, would be to record 
in every available place. The average creditor who relies upon the 





(including farming or a profession) or by a debtor who is a non-profit or- 
ganization or a governmental subdivision or agency or if the goods are not 
included in the definitions of inventory, farm products or consumer goods; 

(3) “farm products” if they are crops or livestock used or produced in 
farming operations or if they are products of crops or livestock in their un- 
manufactured states (such as ginned cotton, wool-clip, maple syrup, milk 
and eggs), and if they are in the possession of a debtor from whose raising, 
fattening, grazing or other farming operations they derive or in which they 
are used. If goods are farm products they are neither equipment nor in- 
ventory; 

(4) “inventory” if they are held or are being prepared for sale or are to 
be furnished under a contract of service or if they are raw materials, work 
in process or materials used or consumed in a business. If goods are inven- 
tory they are neither farm products nor equipment. 

138 See Comment 1 to 9-109. 

139 9-401. 

140 9-302. 

141 9-301. 

142 Cf. contra: Comment 4, Code p. 718. 

143 See 9-401. 
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normal commercial use of the terms will immediately be in hot 
water. It should be also noticed that when Article 9-401 signifying 
the places of recording is examined there appears a fifth category 
into which goods are divided, namely, “crops,” which does not 
seem to be defined. Perhaps an ordinary banker, lender, or other 
businessman would assume that a loan on corn in storage might be 
a lien on a crop,'4* which under Section 9-401 would have to be 
recorded “in the county where the land... is located.” But the 
discussion above would show that a court might hold how wrong 
he would be. But the rightness or wrongness of the interpretation 
is not important, it is a pity that it is necessary at all. In fact the 
Comment to Section 9-109 suggests that these are lines “for the 
courts to draw.”!*° So it seems that if you record under this act 
you may get a law suit, and if you don’t you are almost sure to lose 
your lien. Not a happy condition for a recording act, especially 
when it could be easily avoided by requiring all types of liens to be 
registered in one place. This one example is sufficient to show the 
difficulties certain to accompany such a sweeping change of the 
law as is contemplated by Article 9. 

Now the writer is hardly one to object to experimentation,'*® 
but at the same time it seems wise that changes of as radical a 
nature as those required by this Article should be enacted and 
observed on a small scale. Then the law should be re-written before 
it is offered for national adoption by the forty-eight states. 

If the legislature of Ohio wants to indulge in such experimen- 
tation, it might adopt Article 9 as a separate statute and then, after 
five or ten years’ observation of its results, decide what it wants 
to do about the rest of the Code. But even such a step would 
not seem wise as long as Article 9 remains in its present form. 


CoNCLUSION 

As has been indicated above Articles 4 and 9 of the proposed 
Code in their present form are entirely unacceptable and should 
not be adopted either as separate statutes or as part of a unified 
commercial code. The rest of the Code, although it makes no radical 
changes in the substantive law, is drafted in such unique and un- 
usual terminology that to adopt it would require a complete 
judicial reinterpretation of the law.'47 Any state, therefore, which 





144 So also The New Standard Dictionary (1946). 

145 Comment 4 to 9-109 Code p. 718. 

146 See Beutel, An Outline of the Nature and Methods of Experimental 
Jurisprudence, 51 Cor. L. Rev. 415 (1951). 

147 Lest someone might argue that since the chief detailed specific ob- 
jections in this paper are to Articles 4 and 9 that therefore the rest of the 
Code is above or beyond criticism, the diligent reader is referred to my three 
other articles on the subject cited supra, notes 2 and 81 where I have set out 
at length many more specific objections to other Articles of the Code, not 
only my own but those of many learned authorities not cited here. 
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adopts this Code in its present form will destroy the uniformity 
which has been built up slowly and carefully over fifty years of 
successive adoption of the commercial laws. If one important state 
makes such an adoption, there could never be any hope of estab- 
lishing uniformity again except by repeal of the Code and re-en- 
actment of the uniform statutes in the adopting state or, perhaps, 
by enactment of the Commercial Code in all the other states. If 
past experience is any indication of the expectation of such adop- 
tion, it would probably take fifty to one hundred years to get uni- 
form enactment of this new Code. 

If there were any grave defects in the present uniformly adop- 
ted statutes, or, if there were a crisis in the commercial law, such 
drastic steps might be necessary, but no such condition seems to 
obtain. A commercial code, adopting the present standard termin- 
ology with such changes in language as experience has shown to 
be necessary and such additions as careful study might indicate 
would be advisable, could be drafted. 

The adoption of such a code by any one state would not run 
the danger of dislocating of the law and creating conflicting de- 
cisions destroying uniformity which is involved in this draft. It 
would, therefore, be wise for the legislature of Ohio, and any other 
state legislature, to refrain from adopting this Code until it has 
been returned to the Institute and been put in a more practical 
form. If the legislature so desires it could adopt portions of this 
Code as experimental statutes, but to adopt the whole would be 
to invite chaos in the Commercial Law. 











Should Article 3 of the Uniform 
Commercial Code Be Adopted in Ohio? 


Fletcher R. Andrews* 


INTRODUCTION 

Article 3 of the Uniform Commercial Code deals with com- 
mercial paper.! The Negotiable Instruments Law was written in 
1896 and adopted in Ohio in 1902, and consequently there has been 
a long period in which to discover the defects or “bugs” in that Law. 
Article 3 of the new Code is concerned with an attempted elimi- 
nation of those “bugs.” 

In many respects the language of the Negotiable Instruments 
Law has proved ambiguous. Professor Beutel, an authority on the 
subject, has stated that in at least 70 sections of the Law the courts 
have differed in their interpretations. Moreover, in the 50-odd years 
of operation under the Negotiable Instruments Law, new commer- 
cial customs have developed which render parts of the old Law 
obsolete. 

Thus, the chief purposes of Article 3 of the new Code are to 
clarify the existing law, to settle conflicts in the interpretation of 
the Negotiable Instruments Law, and to give legislative recogni- 
tion to current customs. 

In this paper no attempt will be made to cover every detail of 
the new Code and its Comments, nor to engage in analytical dis- 
cussion of the various problems, nor to attribute to the drafters of 
the Code some deep-rooted philosophy or approach which in reality 
did not exist. After all, they approached their task problem by prob- 
lem, and I will reflect their approach in this article and will merely 
call attention to a number of the more significant provisions and 
endeavor to indicate briefly the purposes of the Code and, where 
necessary, how it changes the present law. 





*Professor of Law and Dean, School of Law, Western Reserve Univers- 
ity. A.B., Dartmouth, 1916; LL.B., Western Reserve, 1925; J.S.D., Yale, 1941. 

1 Among periodical literature pertaining to Article 3 are the following: 
Beutel, Comparison of the Proposed Commercial Code, Article 3, and the 
Negotiable Instruments Law, 30 Nes. L. Rev. 531 (1951) (disapproving 
adoption of the Uniform Commercial Code, Article 3); Cosway, Innova- 
tions in Articles Three and Four of the Uniform Commercial Code, 16 Law 
& Contemp. Pros. 284 (1951); Emblidge, Commercial Paper Under the Pro- 
posed Uniform Code, 23 N. Y. Srare Bar Ass’N Butt. 371 (1951); Leary, 
Some Clarifications in the Law of Commercial Paper Under the Proposed 
Uniform Commercial Code, 97 U. or Pa. L. Rev. 354 (1949); Palmer, Ne- 
gotiable Instruments Under the Uniform Commercial Code, 48 Micn. L. Rev. 
255 (1950); Sutherland, Article 3—Logic, Experience and Negotiable Paper, 
[1952] Wis. L. Rev. 230. 


32 














1953] SHOULD ARTICLE 3 OF CODE BE ADOPTED 33 


Although Ohio cases will be cited, I will not encumber the 
article by too many citations. In the absence of citation, it may 
be assumed that there is no serious obstacle, decision-wise, to the 
adoption of the specific code section. 

For the sake of brevity I will use the abbreviations NIL and 
UCC for the Negotiable Instruments Law and the Uniform Com- 
mercial Code, respectively. 

An important feature of the UCC, which runs through the 
whole Code, is Section 1-102 (3) (f), providing that the Comments 
may be consulted in the construction and application of the Code. 
From that source is derived a mine of material disclosing the in- 
tention of the codifiers. If the Code is adopted, some means must 
be found for making the Comments available to lawyers and judges. 


Part I. 
Snort T1tLeE, Form AND INTERPRETATION. 

Section 3-102 (1) (c) clarifies a somewhat troublesome situa- 
tion. It provides: “A ‘promise’ is an undertaking to pay and must 
be more than an acknowledgement of an obligation.” Under Sec- 
tion 1(2) of the NIL,? an instrument, to be negotiable, must con- 
tain an unconditional promise to pay a sum certain in money. Con- 
fusion has arisen in the case of instruments acknowledging debts 
but not containing words promising to pay. Other variations of 
language have likewise caused difficulty. For example, in Shemonia 
v Verda* the instrument read, in substance: “I borrow money from 
[plaintiff], the sum of $500 with 4% interest. The borrowed money 
ought to be paid within four months from the above date.” Al- 
though the issue was whether the paper constituted an instrument 
for the unconditional payment of money, within the statute author- 
izing a short form of pleading,‘ the court went beyond the bare 
necessities of the case and held that the instrument was a promis- 
sory note. However, the court added that Section 11334 of the Ohio 
General Code comprehends instruments which do not contain all 
the elements of a promissory note. 

The Comment to the UCC subsection cited above recites the 
exact wording of the instrument in the Shemonia case and states 
that the subsection is intended to change the holding therein so 
far as the promissory note element is concerned. In view of the 
infrequency of such strange instruments, and the more logical ap- 
proach of the UCC, the change is completely justified. The sub- 
section also makes it clear that an “I.0.U.,” containing no promis- 
sory language, is not a promissory note. The same is true of an 
instrument reading, “Due John Smith $100.” 


2Onto Gen. Cope Sec. 8106 (2). 
324 Ohio App. 246, 157 N.E. 717 (1927). 
4Onto Gen. Cope Sec. 11334. 
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Section 3-103 (1) represents one of the most significant develop- 
ments in the UCC. By Section 1 of the NIL,' an instrument, to be 
negotiable, must conform to certain requirements, including, for 
example, the requirement that it be payable in money. But in the 
years since 1896, when the NIL was written, the business world 
has created new instruments, treated by businessmen as negotiable, 
yet sometimes lacking some element required by the NIL. An ex- 
ample is the interim certificate, in which the promise is not to 
pay in money but is to deliver definitive bonds. Faced with the lan- 
guage of the NIL, courts have held that such nonconforming in- 
struments are not negotiable. Thus, the law is at odds with business 
custom and prevents the development of new categories of negoti- 
able instruments. 

The UCC cures the evil by the subsection referred to, which 
states that Article 3 “does not apply to ... investment securities.” 
Such instruments are covered in Article 8, which recognizes the 
needs of business in this respect. 

It is interesting to observe that an Ohio court has reached the 
desirable result in an interim certificate case — partly by holding 
that the NIL is not intended to cover interim certificates and that 
the law merchant must be left free to develop new instruments, 
unhampered by the NIL.® 

Subsection (2) subjects Article 3 to the provisions of Article 
4, entitled “Bank Deposits and Collections,” and Article 9, dealing 
with secured transactions, including chattel paper. Other papers 
in this series will deal with Articles 4 and 9; consequently, they 
will not be discussed here.’ 

Section 3-104(2) defines the instruments included in Article 
3. These consist of drafts, checks, certificates of deposit, and notes. 
The subsection brings into one place, definitions which are widely 
scattered in the NIL. It should be noted that the UCC prefers the 
word “draft” to the term “bill of exchange.” 

Section 3-105,is both important and comprehensive. It arises 
from difficulties in connection with NIL Section 3,° stating that 
an order or promise is unconditional, though coupled with certain 
things, including indication of a particular fund or account and a 
statement of the transaction which gives rise to the instrument. The 
NIL then states that an order or promise to pay out of a particular 





5 Outro Gen. Cove Sec. 8106. 

6Hopple v. Cleveland Discount Co., 25 Ohio App. 138, 157 N.E. 414 
(1927). 

7See Sutherland, Article 3—Logic, Experience and Negotiable Paper, 
[1952] Wis L. Rev. 230, 235, for a discussion of the “consumer goods” pro- 
visions of Article 9. These provisions relate to the position of the purchaser 
of “chattel paper.” 

8 Onto Gen. Cone Sec. 8108. 
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fund is not unconditional. It is obvious that the NIL is rather gen- 
eral and leaves some situations in the air. 

Without enumerating all the problems solved by this section 
of the UCC, I will mention some important ones and show how 
the UCC handles them. 

1. The instrument contains a recital of the consideration for 
which it was issued. The recital shows that the consideration is 
executory. Although the majority rule upholds negotiability, some 
courts hold that payment is conditioned upon performance by the 
payee and therefore the promise to pay is conditional.® This view 
overlooks the fact that the NIL attempts to distinguish between 
express and implied conditions. The latter are no part of the in- 
strument; therefore the promise is unconditional and a holder in 
due course may recover despite the failure of the payee to perform. 


Two Ohio cases, decided in the same appellate district fifteen 
years apart, take opposite views on the problem.'® However, in the 
earlier case a payee is suing, and perhaps this may serve as a dis- 
tinguishing factor, although the contrary conclusions of the two 
courts are based upon opposite viewpoints toward the problem at 
hand. Subsections (1) (a) and (1) (b) of Section 3-105 of the UCC 
provide that a promise or order otherwise unconditional is not 
made conditional by the recital in question, thus being in accord 
with the more recent of the Ohio decisions. 

2. A conflict of authority has arisen in connection with instru- 
ments reciting that they are made “in accordance with” or “as per” 
a contract of even date, etc.'' Section 3-105(1) (b) upholds their 
negotiability. This represents the more realistic view, and there 
is nothing to indicate that Ohio is contra at the present time. 

3. A similar problem arises with the trade acceptance which 
recites: “The obligation of the acceptor arises out of the purchase 
of goods from the drawer, maturity being in conformity with the 
original terms of purchase.” The majority rule is that the last 
clause renders the promise conditional —again an unrealistic 





9 Brrrron, Bits anp Nores Sec. 16 (1943). This book will be cited as 
Brirron, followed by the section or page and omitting the date of publica- 
tion. 

10Haley v. King, 3 Ohio App. 323, 21 Ohio Cir. Ct. (N.S.) 364, 26 Ohio 
Cir. Dec. 259 (1914) (holding that the instrument was not a promissory 
note); Cincinnati Brush & Mop Mfg. Co. v. Weber, 35 Ohio App. 506, 172 
N.E. 568 (1929) (negotiable note). The opinion in the second case makes 
no reference to the first. 

11 Brrrron 52. Professor Britton states the correct rule that the “as per” 
recital does not render the promise conditional, but there are cases contra, 
e.g., Continental Bank & Trust Co. v. Times Publishing Co., 142 La. 209, 76 
So. 612 (1917). See Notes, 14 A.L.R. 1126 (1921); 33 A.L.R. 1173 (1924); 37 
A.L.R. 655 (1925); 61 A.L.R. 815 (1929); 104 A.L.R. 1378 (1936). 
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view.!* In Subsections (1) (b) and (1) (c) the UCC adopts the 
minority rule. Ohio has reached the result of the minority rule on 
the ground that although the words incorporate the trade accept- 
ance, the incorporation relates to maturity only and does not affect 
the absolute promise to pay.'* 

4. The instrument states that it is for the sale of certain per- 
sonal property and that title to the property shall remain in the 
seller until the instrument has been paid. It is difficult to see how 
such a recital renders the promise to pay conditional, but some 
courts so hold.'* Subsection (1) (e) adopts the correct rule that 
the recital does not make the promise conditional. 

5. In accordance with the NIL, the UCC, in Subsections (2) (a) 
and (b) of Section 3-105, makes the promise conditional if it is sub- 
ject to or governed by another agreement or, generally, if it is to 
be paid only out of a particular fund. However, under Subsection 
(1) (g), if the instrument is issued by a government or govern- 
mental agency or unit, payment may be limited to a particular 
fund. This accords with the practicalities of the situation. 

Section 3-106 deals with sum certain. NIL Sections 1 and 2% 
contain the corresponding provisions under present law. The UCC 
adds a new provision, Subsection (1) (c), providing that the sum 
is certain even though it is to be paid with a stated discount if paid 
before the date fixed for payment. The NIL is silent on the point, 
and the majority view seems to be against negotiability.1* Ohio has 
not passed upon the point. 

Section 3-107, defining “money,” performs a useful service by 
stating rules applicable to instruments drawn payable in a foreign 
currency. To put the matter mildly, the cases are confusing’? and 
clarification is sorely needed. 

Section 3-109 contains provisions of importance. 

In the first place, in conjunction with Section 3-104(1) (c), it 
excludes instruments payable at a “determinable future time.” 
Such instruments ‘are recognized by NIL Sections 1(3) and 4(3) ,18 
and include those made payable at or after the death of a named 
person. In reality there is no certain time of payment for this sort 
of instrument, because it is payable at or after the happening of an 





12 E.g., Westlake Mercantile Finance Corp. v. Merritt, 204 Cal. 673, 269 
Pac. 620 (1928). Contra: Heller v. Cuddy, 172 Minn. 126, 214 N.W. 924 (1927). 

13 State Trade Corp. v. Tobias Studio, 64 Ohio App. 516, 29 N.E. 2d 38 
(1940). 

14 Brrrron Sec. 14. 

15 Onto Gen. Cope Secs. 8106, 8107. 

16E.g., Waterhouse v. Chouinard, 128 Me. 505, 149 Atl. 21 (1930). It 
must be admitted that such a note is mathematically uncertain as to sum. 

17 Brrrron 126. 

18 Qn1o Gen. Cope Secs. 8106 (3), 8109 (3) 
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event the time of the happening of which is uncertain, even though 
the event itself is certain to occur. Inquiry among bankers has 
elicited the fact that the commercial world does not regard such 
a note as negotiable, and the UCC thus rids us of a useless append- 


age. 

A second important change involves acceleration clauses. NIL 
Section 4 (2) 1° is too indefinite, and, in general, courts have follow- 
ed their own common law. The majority rule is that if the holder 
has an uncontrolled option to accelerate the due date, the instru- 
ment is uncertain as to time and, therefore, not negotiable.*® This 
rule overlooks the actualities of the situation, for such an acceler- 
ation clause makes the instrument more negotiable in fact. The 
UCC change is beneficial. 

The NIL gives no help in determining the effect of an exten- 
sion clause on negotiability. Section 3-109(1) (d) fills the gap ef- 
fectively. 

Section 3-110, explaining when an instrument is and is not 
payable to order, clarifies and, to some extent, changes existing 
law. Section 8 is the corresponding part of the NIL.”! 

In Subsection (1) the UCC section makes an instrument pay- 
able to the assigns of a specified person negotiable, assuming, of 
course, that it complies in all other respects. 

In Subsection (1) (e) it includes within the order instrument 
category, instruments payable to an estate, trust, or fund. There 
are decisions under the- NIL holding that such instruments are 
bearer paper because the name of the payee does not purport to be 
the name of any person.”* This overlooks the intent of the maker. 

Under Section 8(6) of the NIL, dealing with instruments pay- 
able to the holder of an office for the time being, there has been 
some difficulty.2? Section 3-110 (1) (f) of the UCC straightens out 
the trouble by providing that an instrument payable to an office 
or officer as such is payable to the order of the incumbent of the 
office or his successors. 

Subsection (1) (g) provides for instruments payable to the 
order of a partnership or unincorporated association, and states 
that such an instrument may be indorsed or transferred by any 
person thereto authorized. The provision frees us from the concept 
that the payee must be a legal entity and that otherwise the paper 
is bearer rather than order. The NIL is silent on the point. 

Subsection (2) provides that such words as “payable upon 





19Onto Gen. Cope Sec. 8109 (2). 

20 Brirron Sec. 28. 

21 On10 Gen. Cope Sec. 8113. 

22 E.g., Hansen v. Northwestern National Bank, 175 Minn. 453, 221 N.W. 
873 (1928). 
23 Brirron Sec. 46. 
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return of this instrument properly indorsed” do not of themselves 
make the instrument payable to order, and such an instrument is 
thus nonnegotiable. This differs from the majority rule under the 
NIL** and from the pronouncement of an Ohio court.*”* Most, if 
not all of the cases concern certificates of deposit. The UCC pro- 
vision is based upon the logical assumption that by omitting the 
word “order” in the certificate, the bank intends to make the 
certificate nonnegotiable. This position is strengthened by a sur- 
vey made some years ago which revealed that practically all banks 
included “to the order of” in their certificates of deposit.*® 

Section 3-112, enumerating terms and omissions not affecting 
negotiability, contains an important provision in Subsection (1) (c), 
which states that the negotiability of an instrument is not affected 
by a promise to give additional collateral on demand. Section 5 
of the NIL?’ provides that an instrument which contains an order 
or promise to do any act in addition to the payment of money is 
not negotiable. Literally, that would include a promise to give 
additional collateral, and many courts have so held.?* But such a 
decision fails to recognize the purpose of the section, which was 
never intended to take away negotiability because of a promise 
to bolster the security. The UCC change is a distinct improvement. 

Section 3-115 (2), dealing with incomplete instruments, 
changes the law for the better in one important respect. The sub- 
section must be considered with Sections 3-305 and 3-407. Section 
15 of the NIL*® states that where an incomplete instrument has 
not been delivered it will not, if completed and negotiated without 
authority, be a valid contract in the hands of any holder as against 
any person whose signature was placed thereon before delivery. 
This means that even a holder in due course loses, which seems 
unfair. Should not the loss fall upon the person who made the 
fraud possible by signing blank paper? Some courts place the loss 
upon the maker if he has been negligent, thus making an excep- 
tion to the strict terms of the statute.*° The UCC sections referred 
to place the holder in due course in the preferred position and allow 
him to recover. 

Section 3-119 is new and attempts to set forth the rules re- 
lating to a negotiable instrument issued contemporaneously with 
another document, such as a mortgage. The problem has caused 





24 Brirron 37. 

25 Felton v. Commercial National Bank, 39 Ohio App. 24, 177 N.E. 52 
(1930). 

2620 Con. L. Rev. 621 (1920). 

27Om10 Gen. Cope Sec. 8110. 

28 Brirron Sec. 36. 

29Oxn10 Gen. Cope Sec. 8120. 

30 Brrrron Sec. 88. 
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difficulty among the courts. The UCC makes it clear that the sepa- 
rate agreement does not affect negotiability, unless, as we noted 
in discussing Section 3-105, words in the instrument expressly 
incorporate the separate agreement. The present section also ex- 
plains the effect upon a holder of the two instruments of limita- 
tions in the separate agreement. 

Section 3-121, relating to instruments payable at a bank, is 
mentioned here because it provides alternatives, depending upon 
local commercial and banking practice. The note is made payable 
at a particular bank and the question is whether or not it is to be 
regarded as the equivalent of a draft drawn on the bank payable 
out of funds of the maker in account with the bank. The alter- 
native is that the note is not an order to the bank to pay it. Before 
recommending an alternative, the proponents of the UCC in Ohio 
should be informed of the Ohio practice. The New York practice 
treats it as a draft. 


Part II. 
TRANSFER AND NEGOTIATION. 

As its title implies, this part deals with the transfer of negoti- 
able instruments and includes the several kinds of indorsement. 
Certain features deserve comment. 

The first appears in Section 3-201(1) and affects a transferee 
from a holder in due course. Section 58 of the NIL*! puts a holder 
who derives his title through a holder in due course in the shoes 
of the latter provided the transferee is not himself a party to any 
fraud or illegality affecting the instrument. This leaves open the 
case of a person who is not a party to any fraud but who as a prior 
holder had notice of a defense, transferred the instrument to a 
holder in due course, and reacquired it. The section prohibits him 
from improving his prior position by this dodge. 

Section 3-202(4) contains an important provision not found 
in the NIL. Examples will indicate the problems. 

1. John Smith is the payee. He transfers the note to Henry 
Jones, writing on the back of it, above his signature, the words, 

“I assign all my right, title and interest in the within note 

to Henry Jones.” 

Is this an indorsement or an assignment? Practically every 
state now holds that it is an indorsement.*? Smith is using the words 
to transfer whatever he can, and it is foolish to say that he is trying 
to give less than the law allows and to prevent Jones from becom- 
ing a holder in due course. Nevertheless, a Court of Appeals in 
Ohio has held it a mere assignment.** And a United States District 





31 Onto Gen. Cope Sec. 8163. 

32 Brrrron Sec. 58. 

33 Carius v. Ohio Contract Purchase Co., 30 Ohio App. 57, 164 N.E. 234 
(1928). 
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Court has recognized that case as the law in Ohio.** The UCC will 
overthrow the case and place Ohio in the proper column. The sub- 
section states that words of assignment accompanying an indorse- 
ment do not affect its character as an indorsement. 

2. Smith writes above his signature the words “I guarantee 
payment.” Although many courts hold that this is an indorsement 
so far as negotiating the instrument is concerned, there are de- 
cisions contra.*® The subsection of the UCC includes these words 
along with the words of assignment. Consequently the transfer to 
Jones is a negotiation and makes him a holder. The effect of the 
words on Smith’s liability is covered in Section 3-416. 

Section 3-204. Special Indorsement; Blank Indorsement. An- 
other problem, which by reason of the paucity of cases combined 
with its intriguing nature has caused more concern to the teachers 
and writers than to the courts, is solved by the above section, 
which, in part at least changes the law. As a result of the section, 
a bearer instrument or an order instrument indorsed in blank is 
negotiable by delivery, as at present, but only until someone in- 
dorses it specifically, after which it may not be further negotiated 
without indorsement. The various sections of the NIL here in- 
volved will be found in the UCC Comments. The one clearly re- 
pealed is section 40.5 The change is an improvement. 

Section 3-206. Indorsement “For Collection,” “For Deposit,” 
to Agent or in Trust. This section dispenses with the term “re- 
strictive indorsement,” found in NIL Sections 36 and 37.57 As em- 
ployed in the NIL, the term is used too broadly, as a result of 
which confusion and injustice have arisen. For example, the sec- 
tions practically compel a holding that neither a restrictive indorsee 
nor his transferree may become a holder in due course even if he 
gives value. Moreover, they are so worded as to bring about this 
result even in the case of a trustee who buys the instrument for 
value. 


Part III. 
RicHTs OF A HOLDER. 


Section 3-302 sets forth certain requirements necessary to con- 
stitute one a holder in due course and specifies certain instances 
where one does not become a holder in due course. 

In requiring good faith, Subsection (1) (b) includes observance 
of the reasonable commercial standards of any business in which 





34 United States v. Hill, 57 F. Supp. 934 (N.D. Ohio 1944). 
35 Barrron Sec. 59. 

36 Onto Gen. Cone Sec. 8145. 

37 Onto Gen. Cope Secs. 8141, 8142. 
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the holder may be engaged.** A businessman should not receive the 
benefit of the holder in due course status unless his actions meet 
such standards. 

Subsection (1) (c) remedies a defect in Section 52(2) of the 
NIL,** requiring the holder to take the instrument before it is over- 
due, in order to become a holder in due course. As usually con- 
strued, the NIL prevents a completely innocent holder of an in- 
stalment note from becoming a holder in due course after a de- 
fault in one or more instalments.*® It is true that the overdue 
feature is often intermingled with the question of notice of dis- 
honor, but together they bring about the undesirable result even 
though the purchaser does not know of the dishonor or nonpay- 
ment. An Ohio Court of Appeals case so holds.*! The UCC changes 
the result by making notice that the instalment is overdue the 
test. So far as dishonor is concerned, notice is required in both 
codes. This section must be read with Section 3-304 (4) (a). 

Subsection (2) permits a payee to be a holder in due course. 
Largely by reason of the word “negotiated” in NIL Section 
52 (4) ,** some courts have held that the payee may never be a 
holder in due course. This is contrary to the majority view at com- 
mon law.** A federal court in Ohio has said that the exact point 
has not been settled in Ohio.** 

Section 3-303. Taking for Value. Subsection (a) solves an ap- 
parent conflict between NIL Sections 25 and 54.*° Section 25 states 
that value is any consideration sufficient to support a simple con- 
tract. Is crediting an account value? There are cases both ways.*® 
But Section 54 states that where the transferee receives notice of 
an infirmity or defect before he has paid the full amount agreed to 
be paid, he will be deemed a holder in due course only to the ex- 
tent of the amount theretofore paid by him. This indicates that 
mere crediting is not enough. The UCC takes the latter position, 
specifying that a holder takes the instrument for value to the ex- 
tent that the agreed consideration has been performed. 

Section 3-303(c) solves another puzzle by providing that a 
holder takes an instrument for value when he gives a negotiable 
instrument for it. 





38 The UCC Comment to Section 3-302 states that the “reasonable com- 
mercial standards” language makes explicit what has long been implicit in 
case-law handling of the good faith concept. 

39 Onto Gen. Cope Sec. 8157. 

40 Brrrron 455. 

41 Harvard Mortgage Co. v. Neeson, 6 Ohio L. Abs. 577 (1928). 

42 Onto Gen. Cope Sec. 8157 (4). 

43 Brrrron Sec. 122. 

44 United States v. Hill, 57 F. Supp. 934 (N.D. Ohio 1944). 

45 Onto Gen. Cone Secs. 8130, 8159. 

46 Barrron Sec. 97. 
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Section 3-304. Notice to Purchaser. This is one of the most 
important sections in the UCC. Sections 52, 55, and 56 of the 
NIL,*? dealing with good faith and notice, do not attempt to spell 
out what is and what is not notice. The UCC, on the other hand, 
specifically covers a number of rather common situations, many 
of which have led to uncertainty and conflict in the present law. 
Some of these will now be mentioned. 

Subsection (1) (a) refers, among other things, to incomplete 
instruments. NIL Section 52(1)** requires that a person, in order 
to be a holder in due course, must take an instrument complete on 
its face. Inasmuch as a person who is not a holder in due course 
is subject to defenses under NIL Section 58,*° one who purchases 
an incomplete instrument finds himself in an unenviable position, 
no matter how innocent he may be and even though, pursuant to 
NIL Section 14,*° he fills up the instrument in accordance with the 
actual authority given by the maker to the payee.*! The same result 
is reached where he takes a complete instrument but knows that 
it was originally incomplete when issued.*” 

Sections 3-304(1) (a) and (5) (d) are evidently intended to 
change the rule. The latter subsection provides that the purchaser 
is not given notice of a defense or claim by reason of his knowledge 
that an incomplete instrument has been completed, unless he has 
knowledge of an improper completion. The Comment says, “It is 
intended to mean that the holder may take in due course even 
though a blank is filled in his presence, if he is without notice that 
the filling is improper.” 

Subsection (2) (b) provides that the purchaser has notice of a 
claim against the instrument when he has reasonable grounds to 
believe that a fiduciary has negotiated the instrument in payment 
of or as security for his own debt or in any transaction for his own 
benefit or otherwise in breach of duty. The counterpart is Sub- 
section (5) (e), stating that knowledge that any person negotiating 
the instrument is a fiduciary does not of itself give the purchaser 
notice of a defensé or claim. Conflicts in the common law rules have 
been resolved by the Uniform Fiduciaries Act, adopted in Ohio 
in 1943.5° The UCC is consistent with that Act in this respect. Con- 
sequently, there will be no change in Ohio law. 

Subsection 4(a) is so important that I will mention it again 





47 Onto Gen. Cope Secs. 8157, 8160, 8161. 

48 Onto Gen. Cope Sec. 8157 (1). 

49 Onto Gen. Cone Sec. 8163. 

50 Onto Gen. Cone Sec. 8119. 

51 But cf. First Discount Corp. v. Hatcher Auto Sales, Inc., 156 Ohio St. 
191, 102 N.E. 2d 4 (1951). 

52 Brirron 471. 

53 On10 Gen. Cope Secs. 8509-7—8509-19, sub nom. Uniform Fiduciary 
Act. 
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even though I discussed it in part under Section 3-302(1) (c), 
which complements it. Those sections result in a holder in due 
course status for the purchaser of a note payable in instalments 
unless he has reasonable grounds to believe that any part of the 
principal is overdue or that there is an uncured default in pay- 
ment of another instrument of the same series. 

Subsection 4(b) resolves properly another difficult problem. 
It refers to acceleration and deals with the following situation. A 
note containing an acceleration clause is actually accelerated and 
thereby becomes due. It is then negotiated to Smith, who knows 
nothing of the acceleration. Since technically he takes after matur- 
ity, he is not a holder in due course under NIL 52.5* He should be a 
holder in due course and he attains that status under the present 
subsection and Section 3-302 (1) (c), which make the test reasonable 
grounds to believe that acceleration has been made. 

Subsection (4) (c) helps to clarify the law in an important 
respect. Section 53 of the NIL® provides that where an instrument 
payable on demand is negotiated an unreasonable length of time 
after its issue, the holder is not deemed a holder in due course. 
With reference to checks, the UCC gives us a yardstick by creating 
a thirty-day presumption of reasonable time. 

Subsection (5) (b) settles two points upon which the decisions 
are in conflict. First it provides that knowledge that the instrument 
was issued or negotiated in return for an executory promise does 
not of itself give notice of a defense or claim.** Secondly, it pro- 
vides that mere knowledge that the instrument was accompanied 
by a separate agreement does not of itself give the purchaser notice 
of a defense or claim, and thus he takes in good faith unless other- 
wise he has notice that a defense or claim has arisen from the terms 
thereof. This is obviously the just rule.” 

Finally, Subsection (5) (f) settles another conflict by providing 
that knowledge of a default in the payment of interest does not 
constitute notice of a defense or claim.** 

Section 3-305(2) frees the holder in due course from certain 
defenses. However, in Subsection (c) it recognizes fraud in the 
factum as a real defense unless the signer had a reasonable oppor- 
tunity to obtain knowledge of the character of the instrument or its 
essential terms. Fraud in the factum relates to fraud whereby the 
signer thinks he is signing some other kind of document. Even un- 





54 Onto Gen. Cope Sec. 8157. Cf. Union Central Bank v. Hall, 14 Ohio L. 
Abs. 420 (Ct. of App. 1933). 

55 On10 Gen. Cope Sec. 8158. 

56See Brirron Sec. 108; accord, Motor Finance Corp. v. Huntsberger, 
116 Ohio St. 317, 156 N.E. 111 (1927). 
57 But see supra note 7 about chattel paper. 
58See Brirron Sec. 110. 
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der the NIL, most courts hold fraud in the factum a real defense 
and thus not cut off in the hands of a holder in due course in the 
absence of negligence on the part of the maker.*® 

Section 3-306(a) provides that unless he has the rights of a 
holder in due course any person takes the instrument subject to 
all valid claims to it on the part of any person. Some courts have 
held that an innocent holder for value who takes after maturity 
and therefore is not a holder in due course will be preferred as 
against a person having an equitable right to the instrument.” The 
theory is that this does not concern liability on the instrument but 
rather ownership of the instrument or its proceeds, for which 
reason the NIL is inapplicable. Other courts hold contra.*! The 
position of the UCC is with the latter, and Ohio is in accord.®” 

Section 3-307(3) settles a point not clear under NIL Section 
59.°° Although, of course, a holder, whether in due course or not, 
may recover where there are no defenses, if there is a defense he 
has the burden of proof as to the elements necessary to constitute 
him a holder in due course.** The UCC uses the term “burden of 
establishing,” which is defined in Section 1-201(8). There are 
several Ohio cases in agreement with the UCC,® although the Ohio 
law was different before the NIL.®* 


Part IV. 
LIABILITY OF PARTIES. 


Considerable improvement, simplification, and clarification 
have been effected in Part IV. 

Section 3-403(2). Signature by Authorized Representative. 
This section, combined with Section 1-201(35), defining “repre- 
sentative” makes it clear that officers of unincorporated essocia- 
tions, trustees, executors, administrators, and the like, may sign 
in a representative capacity despite the fact that the thing they 
represent is not technically a legal entity. 

The section dlso prohibits parol evidence to show whether or 
not the person signed in a representative capacity. It provides that 
an authorized person who signs his own name to an instrument is 





59Gross v. Ohio Savings & Trust Co., 116 Ohio St. 230, 156 N.E. 205 
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61 Brirron Sec. 156. 

62 Osborn v. McClelland, 43 Ohio St. 284, 1 N.E. 644 (1885) (before the 
NIL); Uhl v. First Nat. Bank, 120 Ohio St. 356, 166 N.E. 213 (1929). 

63 On10 Gen. Cope Sec. 8164. 
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personally obligated unless the instrument names the person rep- 
resented and shows that the signature is made in a representative 
capacity. And it adds that the name of an organization preceded 
or followed by the name and office of an authorized individual is 
a signature made in a representative capacity, thus settling the 
troublesome problem arising from an instrument signed, “The 
Smith Company, John Smith, President.” 

Under this section parol evidence is not admissible between 
the original parties to show that an instrument signed, “John Doe, 
Agent,” and not containing the name of any principal, was not in- 
tended to bind John Doe individually. The corresponding section 
in the NIL is 20. There is nothing in the Ohio law at odds with 
the proposed section. 

Of course in this, as in other questions of parol evidence, the 
UCC is not intended to affect the admissibility of parol evidence 
in an action to reform the instrument. 

Section 3-404. Unauthorized Signatures. Subsection 2 settles 
in the affirmative the question as to whether or not a forged signa- 
ture may be ratified. Ohio has held that it may not, but has recog- 
nized that a person may be estopped to deny the validity of his 
signature.®* The proposed change is only a step beyond the present 
law, and there seems to be no reason for opposing it. 

Section 3-405. Impostors: Signature in Name of Payee. This 
section replaces Section 9(3) of the NIL® and includes both the 
so-called “fictitious payee” and “impostor payee” cases. The term 
“fictitious or nonexisting person,” which appears in the NIL, is 
dropped as being misleading, and the paper is no longer designated 
as “bearer” paper, which, in truth, it is not, inasmuch as it is made 
out to a named payee. 

The impostor payee situation is covered in Section 3-405 (1) (a). 
Speaking generally there are two main types of impostor cases. 
The first is where the impostor, in a face-to-face meeting with the 
victim, induces the latter to issue the instrument, designating as 
payee the name falsely used by the impostor. The second is where 
the impostor makes use of the mails or some other form of com- 
munication. In either case, an indorsement by the impostor or his 
confederate in the name of the designated payee will be effective. 
The section properly rejects decisions distinguishing between the 
face-to-face and the mail transactions.”° 

The “fictitious payee” situation is covered by Subsections 1 (b) 
and 1(c). A typical case included in the first of these subsections 
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68 Workman v. Wright, 33 Ohio St. 405 (1878); Shinew v. First Nat. 
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is the following. Smith, a corporate officer authorized to sign 
checks, makes out a company check payable to the order of Jones. 
The company is not indebted to Jones, and Smith, the villain in the 
piece, indorses the name of Jones and subsequently indorses his 
own name and gets the check cashed. Under the UCC provision, as 
well as under NIL 9(3), the indorsement is effective and passes 
title. 

The second subsection changes the NIL for the better. If, in 
the above example, Smith was not the agent who signed checks 
but merely supplied the information to an innocent officer who 
signed, the NIL would relieve the company from liability, regarding 
the indorsement as a forgery. This results from the requirement 
in the NIL section that the “fact” (i.e. the fictitious name) must be 
known to the person making the instrument so payable. The NIL 
thus distinguishes between the two situations referred to above. 
Such a distinction is without merit. 

Section 3-406. Negligence Contributing to Alteration or Un- 
authorized Signature. This is a new section although case law has 
dealt with the problems involved,— sometimes unsatisfactorily. 

In essence the section precludes a person who, by his negli- 
gence, substantially contributes to a material alternation of the in- 
strument or to the making of an unauthorized signature, from tak- 
ing advantage of the alteration or lack of authority against a 
holder in due course or against a drawee or other payor who pays 
the instrument in good faith and in accordance with the reasonable 
commercial standards of the drawee’s or payor’s business. 

A stock example of contributing to a material alteration arises 
where the drawer of a check negligently leaves spaces in the lines 
pertaining to the amount, thereby facilitating alteration by a 
swindler. Although in general the cases throw the loss on the negli- 
gent drawer as against the drawee bank, there is a conflict among 
the decisions in a suit by the holder in due course against the 
drawer.”! The UCC settles the conflict in an equitable manner by 
imposing liability on the drawer. 

An example of negligence contributing to the making of an 
unauthorized signature is found in the case of a person who has 
a signature stamp for signing checks, and is negligent in looking 
after it with the result that the wrongdoer obtains it and uses it 
on a check. Another example is the negligent mailing of an in- 
strument to a person having the same name as the payee.7” 





71 Brrrron Sec. 282. Ohio has allowed recovery by the holder in due 
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Section 3-407. Alteration. Although this is a rather complicated 
section, it does not effect any substantial change except in two re- 
spects. In conjunction with Section 3-115, as stated in my discussion 
thereof, the present section permits recovery by a holder in due 
course of an incomplete instrument undelivered. The other princi- 
pal change may perhaps be better described as a removal of un- 
certainty. Whereas NIL Section 124,”° interpreted literally, avoids 
a materially altered instrument as against a non-assenting party 
unless it is in the hands of a holder in due course, the UCC limits 
the discharge to an alteration by the holder which is both fraud- 
ulent and material. Consequently, neither a non-fraudulent alter- 
ation nor an alteration by a stranger will avoid the instrument. 
This is in conformity with Ohio authorities.” 

Section 3-408. Consideration. The most important feature of 
this section is found in the provision that no consideration is neces- 
sary for an instrument or obligation thereon given in payment of 
or as security for an antecedent obligation of any kind. As stated 
in the Comment on the section: “The provision is intended to 
change the result of decisions holding that where no extension of 
time or other concession is given by the creditor the new obliga- 
tion fails for lack of legal consideration. It is intended also to mean 
that an instrument given for more or less than the amount of a 
liquidated obligation does not fail by reason of the common law 
rule that an obligation for a lesser liquidated amount cannot be 
consideration for the surrender of a greater.” 

Section 3-410. Definition and Operation of Acceptance. Obso- 
lete forms of acceptance, recognized in the NIL, are eliminated. 
These include acceptance for honor, and virtual and collateral ac- 
ceptances.”® Section 137 of the NIL” is likewise eliminated. It pro- 
vides for constructive acceptance by delay or refusal to return the 
instrument or destruction thereof, and has caused endless con- 
fusion.”7 The UCC treats the problem under Section 3-419, dealing 
with conversion. I will refer to the matter again in discussing that 
section. 

Section 3-411. Certification of a Check. Subsection (1) con- 
tinues the distinction whereby the drawer and all prior indorsers 
are discharged if the holder procures certification, whereas a certifi- 
cation procured by the drawer leaves him liable.”* 

Subsection (2), which is new, codifies the existing case law 





73 Onto Gen. Cone Sec. 8229. 
7429 Onto Jur., Negotiable Instruments Secs. 325, 327. 
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in providing that unless otherwise agreed, a bank has no obligation 
to certify a check.”® 

Subsection (3), also new, recognizes the practice of certifying 
a check before returning it for lack of proper indorsement. Such 
action discharges the drawer. 

Section 3-412. Acceptance Varying Draft. The qualified accep- 
tance, a remnant of the horse and buggy era, is eliminated. If the 
drawer’s proffered acceptance varies the draft, the holder may re- 
fuse it and treat the draft as dishonored. If, on the other hand, the 
holder assents to the acceptance, each drawer and indorser who 
does not affirmatively assent is discharged except where the vari- 
ance is that payment shall be made only at a particular place. More- 
over, the terms of the draft are not deemed to be varied by an 
acceptance to pay at any bank in the United States. 

Section 3-413. Contract of Maker, Drawer and Acceptor. Sec- 
tion 62 of the NIL* has caused difficulty in the case of an instru- 
ment altered and subsequently accepted. I will give an example in 
order to illustrate the problem. Under Section 62 the acceptor 
agrees to pay the instrument according to the tenor of his accep- 
tance and he admits certain things such as the genuineness of the 
drawer’s signature. The correctness of the amount appearing on the 
instrument is not listed among the admissions. Does that mean that 
if the amount has been fraudulently raised, the acceptor is liable 
only for the original amount? Or does his agreement to pay ac- 
cording to the tenor of his acceptance make him in effect a guaran- 
tor of the amount shown at the time of his acceptance? Or does 
“tenor of acceptance” relate merely to the nature of the acceptance, 
i.e., whether general or qualified?*! Solving the riddle the UCC 
makes it clear that his engagement to pay relates to the tenor of 
the instrument at the time of the engagement. The section applies 
to all drafts, including checks. 

Section 3-414. Contract of Indorsers: Order of Liability. Section 
66 of the NIL‘? embraces the indorser’s liability as such and his 
liability on the warranties of a transferor. The UCC separates 
them, and the present section deals with the first-named liability. 
It should be especially noted that the indorser engages to pay the 
instrument according to its tenor at the time of his endorsement. 
Thus, if the instrument has previously been altered, his engage- 
ment is to pay it as altered. 

Subsection (2), dealing with order of liability among indorsers, 
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makes no change and is intended merely to clarify existing law 
under NIL Section 68.* 

Section 3-415. Contract of Accommodation Party. With regard 
to accommodation parties the UCC is a big improvement over the 
NIL. It combines three sections into one, clarifies the wording, and 
adds new matter. 

The section specifically recognizes that an accommodation party 
is a surety regardless of the capacity in which he signs. Moreover, 
the words “without receiving value therefor,” found in NIL Sec- 
tion 29,8* have been eliminated. Those words have given rise to the 
question whether a paid surety may be an accommodation party. 
The UCC clearly answers the question in the affirmative. 

Subsection (4) introduces a new and logical provision that an 
indorsement which shows that it is not in the chain of title is 
notice of its accommodation character. 

Under the NIL courts have held that an accommodation party 
who signs after the instrument is in the hands of a holder who has 
given value, is not liable in the absence of some new consider- 
ation.*® Subsection (2) of the UCC section under discussion is de- 
signed to change such a rule. 

Subsection (5) makes it clear, contrary to some authority, al- 
though not the majority,** that an accommodation party who pays 
the instrument has a right of recourse on the instrument against 
the party accommodated. 

Section 3-416. Contract of Guarantor. The NIL does not tell 
us the effect of words of guaranty added to a signature. Conse- 
quently, courts have had trouble in fitting such words into the law 
of negotiable instruments.*? The UCC comes to the rescue by set- 
ting forth the meaning of “Payment guaranteed” and “Collection 
guaranteed,” or equivalent words. When words of guaranty are 
used, presentment, notice of dishonor, and protest are not neces- 
sary to charge the user. No change is effected in Ohio law. 

Section 3-417. Warranties on Presentment and Transfer. Under 
NIL Sections 65 and 66,°° there is no warranty in favor of the 
person paying or accepting the instrument. Instead, the warranties 
are limited to transferees. Thus payors and acceptors are ordinarily 
dependent upon quasi-contractual doctrines pertaining to money 
paid or promised under mutual mistake of fact. The UCC extends 
the warranty benefits to payors and acceptors. 

Subsection (1) (c) settles a problem which is not clear under 
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the NIL. The problem arises from the payment or acceptance of a 
draft or check which has been materially altered. The UCC follows 
the common law rule permitting the good faith payor to recover 
and the good faith acceptor to avoid his acceptance. An exception 
is made, as it should be, where the drawee bank accepts an already 
altered draft which subsequently reaches a holder in due course.*® 
An exception is made also in the case of a holder in due course 
of a note. In neither of these instances does the holder in due 
course warrant against alteration. 

Subsection (2) clarifies some difficult conflicts arising from 
the rather vague language of NIL Sections 65 and 66. By Sub- 
section (2) (d) it is made clear that the transferor, without indorse- 
ment, warrants to his immediate transferee that no defense of any 
party is good against him and that the general indorser warrants 
the same thing to any subsequent good faith holder. However, this 
warranty is not applicable to an indorser without recourse, who, 
by Subsection (3), warrants merely that he has no knowledge of 
such a defense. 

By Subsection (2) (e), relating to the insolvency of the maker, 
acceptor, or drawer of an unaccepted draft, it is made clear that 
there is no warranty against insolvency as such. Rather, the trans- 
feror warrants that he has no knowledge of the institution of any 
insolvency proceeding. 

Section 3-418. Finality of Payment or Acceptance. The famous 
English case of Price v. Neal®’ held that a drawee who accepts or 
pays a draft on which the drawer’s signature is forged, is bound 
on his acceptance and cannot recover back his payment. Section 
62 of the NIL”! covers the acceptance situation but is silent with 
reference to payment. Most courts have followed the common law 
rule with reference to payment, some stating that NIL Section 62 
was meant to include payment.®* The UCC makes it clear that such 
a payment or acceptance is final in favor of a holder in due course. 
In this latter respect the UCC goes further than some decisions 
which, by way of modification of the rule, permit recovery by the 
payor on the basis of mere negligence on the part of the holder in 
taking the instrument.®* Under the UCC rule a holder in due course 
would win, even though negligent. 

The present section must be read in conjunction with Section 
3-417, dealing with warranties. 

Section 3-419. Conversion of Instrument; Innocent Represent- 
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ative. Sections 136 and 137 of the NIL” have caused a great deal 
of difficulty and conflict. They deal with the retention and destruc- 
tion of drafts presented for acceptance, and give rise to the so- 
called constructive acceptance. Moreover, courts have extended 
them so as to include checks presented for payment.®* As we have 
already noted, UCC Section 3-410 has abolished this form of ac- 
ceptance. The present section recognizes that refusal to return the 
instrument on demand is a conversion, giving rise to an action in 
tort rather than on the draft or check. 

Another problem settled by this section arises from the follow- 
ing typical facts. A person steals a check from the payee, forges 
the payee’s name as indorser, and gets the check cashed. The 
drawee innocently pays the check. The payee, who is the true 
owner, sues the drawee for the amount of the check. Most courts 
hold that there is no recovery on the basis of acceptance, since 
payment to the wrong party is not a promise to pay the owner.” 
However, recovery against the drawee has been upheld on the 
basis of conversion.®? Subsections (1) (c) and (2) recognize this 
principle and designate the face amount of the instrument as the 
measure of damages. 


Part V. 
PRESENTMENT, NoTIceE oF DISHONOR, AND PROTEST. 


Sections 3-501 through 3-511 relate to presentment, notice of 
dishonor, and protest. Nearly one-third of the NIL is concerned 
with these topics, whereas the UCC covers them in eleven sections. 
The reduction is accomplished by elimination, simplification, and 
reorganization. There is no point in laboring through the whole 
business. In general, the requirements are similar to those of the 
NIL. Consequently, it is enough to point out some of the more 
significant changes and developments. 

Section 3-501, stating when presentment, notice of dishonor, 
and protest are necessary, contains two important changes. Under 
Section 70 of the NIL,®* drawers of drafts other than checks are 
wholly discharged by a failure to make due presentment, but draw- 
ers of checks are, by that section, in conjunction with Section 
186, discharged only to the extent of the loss caused by the delay. 
Such a loss arises from the insolvency of the drawee bank, occur- 
ring after the time when presentment was due. Subsection (1) (c) 
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changes the NIL by putting drawers of drafts in the same situation 
as drawers of checks. That situation is described in Section 
3-502 (1) (b), infra. The acceptor of a draft payable at a bank and 
the maker of a note payable at a bank are placed in the same cate- 
gory. 

Another important change in the present section relates to 
protest. Under Subsection (3) protest is necessary only in the case 
of a draft which on its face appears to be drawn or payable out- 
side of the states and territories of the United States and the Dis- 
trict of Columbia. Under NIL Sections 129 and 152, combined,’ 
protest is required not only in the above situations, but even in the 
case of a bill appearing on its face to have been drawn in one state 
and payable in another. The inconvenience and expense of pro- 
test justifies the change effected by the UCC. 

Section 3-502. Unexcused Delay: Discharge. As indicated in 
my remarks concerning the previous section, the present section 
tells what happens in the case of an unexcused delay in present- 
ment or notice of dishonor. There is no need to repeat which parties 
are not wholly discharged. An example will point up the problem. 
The holder of a check delays unduly in presenting it for payment. 
The drawee bank fails. Under NIL Sections 70 and 186,'° the 
drawer is discharged to the extent of the loss caused by the delay. 
But how may the loss be ascertained? The liquidation of the bank 
is likely to take years, and until it is concluded, the extent of the 
drawer’s loss may be unknown. Without changing the principle of 
the NIL, the present section of the UCC solves the difficulty in 
a practical and fair manner. Subsection (1) (b) permits the drawer 
to discharge his liability on the instrument by a written assign- 
ment to the holder of the drawer’s rights against the drawee bank 
with respect to his funds in the bank, and provides that he is not 
otherwise discharged. 

Section 3-503. Time of Presentment. The most important vari- 
ation in this section from the corresponding NIL provisions con- 
cerns the question of reasonable time in the presentment of un- 
certified checks for payment. We have seen that if a check is pre- 
sented too late, the drawer is discharged under NIL Section 1861 
to the extent of the loss caused by the delay, and that the UCC 
Section 3-592 contains a comparable provision. But what is a rea- 
sonable time? Lawyers and courts have struggled with the problem. 
Subsection (2) of the present UCC section gives us a yardstick by 
providing that with respect to the drawer, thirty days shall be 
presumed to be a reasonable period within which to present for 
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payment or initiate bank collection. In the case of an indorser, who 
is wholly discharged by a delayed presentment, the presumption 
is seven days after his indorsement. 

In passing, it is of interest to note that many courts have adopt- 
ed a one-day rule for presentment.’ Such a short period is un- 
realistic, and the UCC presumption is more sensible and just. Even 
the courts which have the one-day rule often stretch it by excep- 
tions. Some Ohio cases have employed the one-day rule,’* but 
there is no apparent policy preventing the UCC improvement. 

Section 3-510. Evidence of Dishonor and Notice of Dishonor. 
This is a new section, which, as the title indicates, specifies items 
which are admissible as evidence and create a presumption of dis- 
honor and notice of dishonor. There is nothing revolutionary about 
the section. It merely aids in the proof of these matters by the 
adoption of common sense rules of evidence and presumption. 


Part VI. 


DISCHARGE. 


Sections 3-601 — 3-606, relating to discharge, create few im- 
portant changes in the existing law. However, they reorganize the 
subject matter in a manner more clear and concise than that em- 
ployed in the NIL. 

The concept of the discharge of the instrument is abandoned; !°° 
in its place is substituted the more accurate concept of the dis- 
charge of parties. ; 

Section 3-602 removes an uncertainty not settled in the NIL, 
by providing: “No discharge of any party provided by this Article 
is effective against a subsequent holder in due course unless he 
has notice thereof when he takes the instrument.” Thus, for ex- 
ample, if the maker pays the instrument before due, and does not 
obtain it from the person to whom he makes payment, the defense 
is cut off when the instrument reaches a holder in due course. 

Section 3-603(1) is similar to NIL Section 88,!* but more se- 
curely protects the rights of a person paying the instrument in the 
face of a claim to the instrument by another person. The NIL sec- 
tion protects the payor if he pays the holder in good faith and 
without notice that his title is defective. The UCC gives the payor 
more definite protection by authorizing the payment even though 
he has knowledge of the third person’s claim unless prior to the 
payment the claimant either supplies adequate indemnity or en- 
joins payment by court order. As stated in the Comment: “There 
is no good reason to put him [the payor] to inconvenience because 
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of a dispute between two other parties unless he is indemnified or 
served with appropriate process.” After all, his contract is to pay 
the holder. 

Section 3-604. Tender of Payment. There is one change in the 
law in this section. Section 70 of the NIL!” has been taken to mean 
that makers and acceptors of notes and drafts payable at a bank are 
not discharged to any extent by failure of a holder to make due 
presentment at the bank. That is because, technically, they are 
primary parties.'!°° The UCC reverses the rule and, as in other 
sections, places instruments payable at a bank in their proper set- 
ting. 

Section 3-606. Impairment of Recourse or of Collateral. This 
section solves satisfactorily a problem not directly covered by the 
NIL and giving rise to conflict in the decisions. Section 120 of the 
NIL,’ relating to the discharge of persons secondarily liable, in- 
cludes discharge by an agreement to extend the time of payment, 
made without the assent of the secondary party. Unfortunately, 
Section 119,''° concerning discharge of “the instrument,” does not 
contain a similar term. As a result, the following inequitable situa- 
tion arises. Smith and Jones are co-makers of a negotiable promis- 
sory note. Smith is the principal obligor, and Jones is a surety. 
Without the assent or knowledge of Jones, Smith and the holder 
agree to extend the time of payment. Since Jones is not a secondary 
party, he does not have the benefit of Section 120 and therefore 
remains liable.'!!' Yet by common law principles of suretyship, he 
would be discharged. Section 3-606 remedies the defect by broad- 
ening the discharge to cover any party. In addition, the section dis- 
charges a party in case of the holder’s unjustifiable impairment 
of collateral given by the party or by a person against whom he 
has a right of recourse. This fills another gap in the NIL. The Ohio 
Supreme Court reached this palpably desirable result despite the 
NIL.1!2 


Part VII. 
COLLECTION OF DocUMENTARY DRAFTS. 


Sections 3-701 through 3-704, relating to the collection of docu- 
mentary drafts, are almost entirely new but do not appear to be 
controversial. They state in some detail the rights and duties of a 
bank handling a documentary draft for a customer. A documentary 
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draft is defined in Section 4-104 as “any draft with accompanying 
documents, securities or other papers to be delivered against honor 
of the draft.” 


Part VIII. 
MISCELLANEOUS. 


Section 3-802 (3) stipulates that where a check or “similar pay- 
ment instrument” provides that it is in full satisfaction of an obli- 
gation, the payee discharges the underlying obligation by obtaining 
payment of the instrument unless the original obligor has taken 
unconscionable advantage. Contrary to the law in some states,''* 
this provision permits an accord and satisfaction even where the 
obligation is for an undisputed and liquidated debt. A number of 
examples in the Comment illustrate situations in which the payee is 
protected by reason of an unconscionable advantage taken by the 
obligor. With this protection, the rule enunciated by the subsection 
is a healthy advance in the law of accord and satisfaction. 

Section 3-803 is new and is designed to prevent multiplicity 
of suits. It provides that in an action on an instrument a defendant 
may give written notice to any third person who is or may be liable 
on the instrument, advising such person of his right to intervene 
and that he will be concluded by any decision rendered. The person 
notified may give similar notice to others. Any person so notified 
may intervene, but even if he does not do so, he is concluded as 
to any issue of fact therein determined. 

Section 3-805 serves the excellent purpose of subjecting to 
Article 3 instruments otherwise negotiable but not made payable 
to order or bearer. The section includes the provision that there 
can be no holder in due course of such an instrument. These non- 
negotiable instruments have been stepchildren of the law, and the 
decisions concerning them are in conflict. The present section re- 
solves the conflict in a businesslike manner by giving them all the 
advantages of commercial paper except those accruing to a holder 
in due course. 


CONCLUSION. 


In this article I have considered a number of individual sections 
of the proposed UCC and have endeavored to point out their re- 
lationship to the NIL and their improvement over the NIL. As 
stated at the outset, it has not been my purpose to discuss the 
problems as fully as might be wished, for limitations of time and 
space have necessitated comparatively abrupt treatment. Moreover, 
the main function of this article is not to lead the reader into 
lengthy arguments and explanations, but rather to cover a good 





113 1C. J. Sec., Accord and Satisfaction Secs. 31, 35 (1936). 
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deal of ground, albeit in a cursory manner, in order that he may 
understand what the UCC will do in a large number of specific 
situations. 

Disagreement in detail is bound to accompany consideration of 
a proposed code of the scope of the UCC. But it should be remem- 
bered that this Code is the product of years of labor by lawyers, 
judges, and law teachers, who have gone through it with a fine- 
tooth comb. Certainly so far as Article 3 is concerned, it is my 
opinion that the Code is a vast improvement over the NIL and 
should be adopted in Ohio. 














Uniform Commercial Code 
Article 8 — Investment Securities 


Owen F. Walker* 


Article 8 deals with “investment securities” — bonds, deben- 
tures, stock certificates and the like. It covers bearer bonds, now 
governed by the Uniform Negotiable Instruments Act,' not a suit- 
able haven for this type of security, and stock certificates, now 
governed by the Uniform Stock Transfer Act.” In addition it deals 
with registered bonds and debentures and additional types of in- 
vestment paper not now covered by any Uniform Act. The Article 
is not intended as a substitute either for a Blue Sky Law or a 
corporation code. It is a negotiable instrument law dealing with 
investment securities. The Article should be an extremely valuable 
statute because it will confer upon many securities, which do not 
now possess them, the attributes of negotiability and provide rela- 
tively simple rules dealing with the relationships between the hold- 
er of an investment security and the issuer as to defenses and be- 
tween successive holders or the holder and the issuer as to claims 
of ownership. It also adopts a modern approach to the problems 
incident to the transfer of investment securities. 


I. Score or ARTICLE 8. 


A “security” is defined in Section 8-102 as “an instrument is- 
sued in bearer or registered form of a type commonly dealt in upon 
securities exchanges or markets or commonly recognized in any 
area in which it is issued or dealt in as a medium for investment if 

(I) it is either one of a class or series or by its terms 
is divisible into a class or series of instruments; and 
(II) it evidences a share, participation or other inter- 
est in property or in an enterprise or evidences an obliga- 
tion of the issuer.” 
The definition is functional and it is believed will cover any instru- 
ment which securities markets are likely to regard as suitable for 
trading. For example, it will include an interim receipt entitling 
the holder to delivery of a definitive security and transferable war- 
rants evidencing rights to subscribe for shares in a corporation.* 





* Of the firm of Thompson, Hine, and Flory, Cleveland, Ohio. 

1Qhio has adopted the Uniform Negotiable Instruments Act — Onto Gen. 
Cove §§ 8106 — 8300. 

2 Ohio has also adopted the Uniform Stock Transfer Act Onto Gen. CopE 
§§ 8673-1 — 8673-22. The Act is now in force in all 48 states. 

3In Hopple v. Cleveland Discount Co., 25 Ohio App. 138, 137 N.E. 414 
(1927), an Ohio court succeeded in giving the attributes of negotiability to an 
interim receipt in order to protect an innocent purchaser for value by hoid- 
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Within the definition will be included the vast field of debt se- 
curities in registered form which are not now covered by the Uni- 
form Negotiable Instruments Act because not “payable to order or 
to bearer.”* The definition will permit new types of securities to 
qualify for and to acquire negotiability. On the other hand, the 
definition will not cover all instruments which are considered se- 
curities under the Federal Securities Act of 1933, as amended,’ or 
the Ohio Securities Act. Of course, “securities markets” in the 
definition includes the “over the counter” market. If an instrument 
is a security as defined in Section 8-102, it is governed by Article 
8 and not by Article 3— Commercial Paper, even though it also 
meets the requirements of Article 3. Section 8-102 (1) (b). 

A security is in “registered form” when its terms specify a 
person entitled to the security and that its transfer may be register- 
ed upon books maintained for that purpose by or on behalf of the 
issuer. Section 8-102(1) (c). A security is in “bearer form” when 
it runs to bearer according to its terms and not by reason of any 
indorsement. Section 8-102 (1) (d). 


II. Issurr’s DEFENSES. 


The object of Article 8 is to cut off the defenses of an issuer 
as against a purchaser for value and without notice so far as is 
reasonable and practicable. With respect to obligations on or de- 
fenses to a security the “issuer” is broadly defined. It includes a 
person who places or authorizes the placing of his name on a se- 
curity to evidence that it represents a share, participation or other 
interest in his property or in an enterprise, or to evidence his duty 
to perform the principal obligation represented by the security, or 
otherwise undertakes to perform the principal obligation repre- 
sented by the security, or becomes responsible for or in place of 
an issuer. Section 8-201. Thus a guarantor is an issuer with respect 
to obligations on or defenses to a security. 

The first problem with respect to issuer’s defenses dealt with 
is that of the incorporation in a security of another instrument, 





ing that the contracting parties were adopting the principles of the law mer- 
chant. An opposite result was reached in President and Directors of Man- 
hattan Co. v. Morgan, 242 N.Y. 38, 150 N.E. 594 (1926). Neither an interim re- 
ceipt nor a transferrable warrant meets the requirement of Section 1 of the 
Uniform Negotiable Instruments Act (Onto Gen. Cope § 8106) that an instru- 
ment to be negotiable “must contain an unconditional promise or order to 
pay a sum certain in money.” 

4Section 1 (4) of the Uniform Negotiable Instruments Act—Oxnto Gen. 
Cope § 8106. 

5 48 Stat. 74 (1933), 15 U.S.C. 77a—77aa. For the definition of a “security” 
see Section 2 (1). 

6Oxn1o Gen. Cope § 8624-1—49. For the definition of a “security” see 
Onto Gen. Cone § 8624-2 (2). 
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such as an indenture, agreement, constitution or statute. Section 
8-202 (1) states that as against a purchaser for value and without 
notice, terms in addition to those stated on a security may be made 
a part thereof by reference to another instrument, indenture, or 
document, or to a constitution, or statute only to the extent that 
such additional terms do not materially vary the stated terms. 
However, such a reference does not charge a purchaser for value 
with notice of what is there contained. Section 8-202 (5). The effect 
of these provisions will be to preserve negotiability for a security 
against the contention that reference to an indenture or agreement 
under which it is issued renders the promise conditional,’ while 
carrying out the general policy of the Uniform Commercial Code 
against constructive notice in commercial transactions.® 

The Article provides that a security of a private issuer (as 
contrasted with a governmental issuer) is valid in the hands of a 
purchaser for value and without notice of a defect even if the de- 
fect is one “going to its validity.” Section 8-202 (2) (a). However, if 
the defect involves a violation of constitutional provisions the pur- 
chaser for value and without notice takes subject to the issuer’s 
defenses, but the security is valid in the hands of a subsequent 
purchaser for value and without notice of the defect. Section 8- 
202 (2) (a).° This distinction will be unimportant in Ohio for there 
are no constitutional provisions requiring that substantial value 
be given for securities of private issuers. Such constitutional pro- 
visions do, however, exist in some States. 

An “overissue”!® of securities, although generally regarded 
as a defect going to validity, is an exception to the rule of validity 
set forth in Section 8-202 (2). An issuer is not required to recognize 
as valid a security which constitutes an overissue. Section 8-104. 
However, the purchaser of a security which constitutes an over- 
issue is given the right to compel the issuer to purchase and de- 
liver a similar security, if such similar security is available on the 
market and, if not so available, to recover from the issuer the price 
he paid. Section 8-104 (1) .” 





7 And thus in violation of Section 1 (2) of the Uniform Negotiable In- 
struments Act (Onto Gen. Cope § 8106). 

8 See the definitions of “notice”, “notifies” and “receives” notice in Sec- 
tion 1-201 of the Uniform Commercial Code. 

9A “purchaser” includes a person taking from the issuer on an original 
issue (Section 1-201), whereas a “subsequent purchaser” does not. Section 
8-102. 

10 “Overissue” is defined as the issue of securities in excess of the amount 
which the issuer has corporate power to issue. Section 8-104 (2). 

11 The right to recover damages from an issuer which has permitted an 
overissue is established, but the measure of damages recoverable has varied, 
some courts basing them upon the value of the stock at the time registration 
is refused, others upon the value at the time of trial, and others upon the 
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Governmental issuers are placed in a position different from 
that of a private issuer. A security issued by a governmental issuer 
with a defect going to its validity is valid in the hands of a pur- 
chaser for value without notice of the defect only if there has been 
substantial compliance with the legal requirements governing the 
issue, or the issuer has received substantial consideration and the 
stated purpose of the issue is one for which the issuer has power 
to borrow money. Section 8-202 (2). If the defect involves a viola- 
tion of constitutional provisions, the original purchaser cannot be 
protected, but if either of the conditions set forth in the preceding 
sentence is satisfied a subsequent purchaser for value will be given 
protection. As a practical matter the problem of invalidity of secur- 
ities of a governmental issuer is not likely to arise in view of the 
fact that, at the present time, underwriters purchasing such se- 
curities invariably require legal opinions as to the validity of the 
issue as a condition of their purchase. 

As has always been the case, forged or counterfeit securities 
are not valid even in the hands of a purchaser for value and without 
notice. Section 8-202(3). However, the Article gives statutory 
recognition to the principle that if an unauthorized signature is 
placed on a security before or in the course of its issue, the secur- 
ity will be validated in favor of a purchaser for value and without 
notice of the lack of authority where such signature is made either 
by a person entrusted by the issuer with the execution of the se- 
curity or similar securities, or their immediate preparation for 
execution, or by an employee entrusted with their responsible 
handling. Section 8-205. The adoption of this principle represents 
an extension of the present case law dealing with the liability of 
an issuer but not to a point where the issuer is held liable for the 
honesty of an employee who was not entrusted by the issuer with 
the execution, preparation, or responsible handling of similar se- 
curities and whose forgery the issuer had no reason to anticipate.'* 

The rule of the Uniform Negotiable Instruments Act that a 
holder in due course must take the instrument “before it was over- 
due’’® is abolished in the case of investment securities. Its appli- 





highest value between the time of refusal and the time of trial. Article 8-104 
rejects all previous measures and adopts the price of the security as the meas- 
ure of damages. See Comment to Section 8-104. 

12 The Comment to Section 8-205 states that Section 8-205 expressly re- 
jects the technical distinction made by courts reluctartt to recognize forged 
signatures between cases where the forger signs a signature he is authorized 
to sign under proper circumstances and those in which he signs a signature 
he is never authorized to sign. The purchaser is rarely in a position to deter- 
mine the exact authority of the signer but the issuer can protect itself against 
forgery by careful selection of employees and bonding. 

13 Section 52 (2) of the Uniform Negotiable Instruments Act (Ox1o Gen. 
Cope § 8157). 
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cation to such securities was never appropriate. Section 8-203 
charges a purchaser with notice of a defect in issue of a security 
if he takes the security more than one year after the date set for 
its payment or the delivery of other securities in exchange for the 
security and the necessary funds or other securities are available, 
or in any other case if he takes the security more than two years 
after the date set for surrender or other performance which does 
not require the payment of money. The theory of this provision is 
that if a security is in circulation long after it has been called for 
payment or exchange, this fact should give rise to questions as to 
its validity in a purchaser’s mind. Recognition is also given to the 
fact that defaulted securities are frequently traded in and that a 
purchaser should not be placed upon notice of a defect in issue by 
the mere fact of default until the expiration of a reasonable period 
of time after the default. 

A useful provision is included in Article 8 fixing the measure 
of responsibility of a trustee under an indenture which authenti- 
cates securities issued under the indenture, or a registrar or trans- 
fer agent, which places its signature on a security. Such a signer 
warrants that the security is not forged or counterfeit and is in 
proper form (regular on its face with regard to all formal matters), 
that it has capacity to act as such trustee, registrar, or transfer 
agent, and is acting within the scope of the authorization received 
from the issuer and that the security is within the amount specified 
in such authorization (i.e. not an overissue). Section 8-208.'4 How- 
ever, such a signer does not assume any responsibility for the 
validity of the security in other respects unless it expressly under- 
takes to do so. Heretofore there has been no statutory provision as 
to the responsibilities of an indenture trustee, transfer agent, or 
registrar. This provision reflects the results achieved by the cases. 


III. Ricguts or PuRCHASER. 


A bona fide purchaser acquires a perfect title to the security. 
Section 8-301. A “bona fide purchaser” is defined as “a purchaser 
for value and without notice of any claims of ownership who takes 
delivery of a security in bearer form or of one in registered form 
issued to him or indorsed to him or in blank.” He is the counter- 
part of the “holder in due course” under the Uniform Negotiable 
Instruments Act.’ Article 8 states certain cases in which a pur- 
chaser is charged with notice of claims of ownership. Thus, if the 





14 The Comment to Section 8-208 makes it clear that in estopping an in- 
denture trustee, registrar, or transfer agent from asserting that a security is 
an overissue, Section 8-208 does not validate such security (see Section 8-104), 
but merely gives an action in damages. 

1S A “holder in due course” is defined in Section 52 of the Uniform Nego- 
tiable Instruments Act (Onto Gen. Cope § 8157). 
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security is indorsed “for collection” or “for surrender” or for some 
other purpose not involving transfer he is so charged. Section 8- 
304 (1) (a). This is merely a restatement of Section 37 of the Uni- 
form Negotiable Instruments Act.'® An entirely new provision pro- 
vides that a purchaser is charged with notice of claims of ownership 
if he purchases the security within six months after he has re- 
ceived notification that it has been lost or stolen. In view of the 
volume of securities trading at the present time this provision im- 
poses a reasonable requirement — brokerage houses will check 
deliveries made to them against a list of lost or stolen securities 
for six months and thereafter they may ignore it. 

The most important problem dealt with in the field of notice of 
claims of ownership is the case of the purchase of a security regis- 
tered in a fiduciary’s name or where the purchaser has notice that 
the registered owner holds the security for third person. Section 
8-304(2) provides that in either of such cases the purchaser has 
no duty to inquire into the rightfulness of the transfer, and that 
such registration or notice does not constitute notice to the pur- 
chaser of claims of ownership, except in three cases: firstly, if the 
purchase price of the security is placed by the purchaser in the 
individual account of the fiduciary, secondly, if the purchase price 
is made payable in cash or to the fiduciary individually, or thirdly, 
if the purchaser has reason to know that the purchase price is being 
used or that the transaction is for the individual benefit of the 
fiduciary. 

Similarly as in the case of issuer’s defenses, the rule of the 
Uniform Negotiable Instruments Act that a holder in due course 
must purchase the instrument “before it was overdue” is abolish- 
ed in the case of transfers. However, the purchase of an overdue 
instrument may in some cases constitute notice of claims of owner- 
ship. Section 8-305 charges a purchaser with notice of claims of 
ownership if he,purchases a security more than six months after 
the date set for the payment of money against surrender of the 
security and in any other case if he takes the security more than 
one year after the date set for presentation or surrender for re- 
demption or exchange. The periods of time are shorter than those 
used to constitute notice of defects in issue, (Section 8-203). Pre- 
sumably a purchaser who takes a security after it has been called 
for redemption or exchange has more reason to suspect that there 
are claims of ownership to the security than defects in its original 
issue. Under this section a default will never constitute notice of 
a possible claim of ownership. 





16 Onto Gen. Cone § 8142. 


17 Section 52 (2) of the Uniform Negotiable Instruments Act (Ox1o Gen. 


Cope § 8157). 
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IV. TRANSFER OF SECURITIES. 

For securities in registered form the simplified method of in- 
dorsement set forth in the Uniform Stock Transfer Act is adopted, 
namely, execution of an assignment or transfer by the registered 
owner or prior indorsee on the security or on a separate document 
(usually called a stock power) or when the signature of such 
person is written without more on the back of the security. Sec- 
tion 8-308(1). The very sensible rule is stated that the indorser 
assumes no obligation that the instrument will be honored by the 
issuer. Section 8-308 (3). This was always the case with stock cer- 
tificates under the Uniform Stock Transfer Act, but not for debt 
securities subject to the Uniform Negotiable Instruments Act un- 
less the indorsement was made without recourse. There may be 
an indorsement of only part of the security — 50 out of a 100 share 
certificate, but the transferee of a security so indorsed can not be- 
come a bona fide purchaser. Section 8-308 (4). This produces an un- 
desirable result but one which is difficult to avoid. 

The Uniform Stock Transfer Act contains no provision with 
respect to the effectiveness of a forged indorsement. The Uniform 
Negotiable Instruments Act gave no effect to a forged indorsement 
unless the holder was precluded from setting up the forgery.'* 
Article 8 adopts the rule of the Uniform Negotiable Instruments 
Act but extends it by providing that the owner of a security whose 
indorsement thereon is unauthorized cannot assert the ineffective- 
ness of the indorsement against a purchaser for value without notice 
of claims of ownership who has in good faith received a new se- 
curity on registration of transfer of the security so indorsed. Sec- 
tion 8-311. Most purchases of securities are now made through 
brokers and a purchaser receives and sees only a new certificate 
or instrument registered in his name. Such a purchaser, therefore, 
cannot possibly be held to have notice of or to have relied upon 
a forged or unauthorized indorsement on the original security 
transferred and consequently should be protected. The original 
owner of the security transferred on the basis of a forged indorse- 
ment has a remedy against the issuer for improper registration. 
Sections 8-311 and 8-404. The issuer’s recourse is against the forger 
or the guarantor of the forger’s signature. Section 8-312. 

Statutory recognition of the widely prevelant practice of 
“guarantee of signature” is made in Article 8. Section 8-312 (1) 
provides that such a guarantor of a signature warrants that the 
signature of the indorsee is not forged, that the indorsee is the 
holder or has authority to sign for the holder of the security and 
that the indorsee has legal capacity to sign, but that he does not 





18 Section 23 of the Uniform Negotiable Instruments Act (Onro Gen. 
Cope § 8128). 
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warrant the rightfulness of the transfer.!® A new concept is intro- 
duced for those who wish to use it — a “guarantee of indorsement.” 
Such a guarantor, in addition to the warranties made by a guaran- 
tor of a signature, also warrants the rightfulness of the transfer 
being made. Section 8-312 (2). The objective of this provision is to 
relieve issuers and transfer agents of the necessity of requiring 
information which will establish the rightfulness of the transfer. 
However, an issuer may not require such a guarantee of indorse- 
ment as a condition to registration of the transfer. The guarantor 
of a signature or indorsement is liable to any person (including an 
issuer), who registers a transfer in reliance on the guarantee, for 
any loss resulting from breach of the warranties such guarantor 
makes. 


V. STATUTE OF FRAUDS. 


The principles of the Statute of Frauds are expressly made 
applicable to sales of securities. Section 8-319. A contract for the 
sale of securities is not enforceable either by way of action or de- 
fense unless (a) there is some writing to indicate a contract for 
sale has been made, signed by the party against whom enforce- 
ment is sought or by his authorized agent or broker, or (b) the 
security has been delivered or payment has been made but only 
to the extent of such delivery or payment, or (c) confirmation of 
the sale or purchase has been received by the party against whom 
enforcement is sought and he has failed to object in writing within 
10 days of its receipt, or (d) the party against whom enforcement 
is sought admits in his pleading or otherwise in court that in fact 
a contract for sale was made.”° 


VI. Deatincs THROUGH BROKERS. 


Article 8 recognizes that the bulk of securities trading is done 
through brokers and attempts to state the effect of the relation- 
ship of broker?! and customer and the rights and liabilities of each 
in terms of actual practice and understanding in securities’ mar- 
kets. Thus the Article provides that delivery of a security is com- 
pleted in some cases while the security is still in the hands of the 
broker. Section 8-313 provides that delivery to a purchaser is ef- 
fected when (a) his broker acquires possession of the security 





19The Comment to Section 8-312 points out that the liability of a guar- 
antor of a signature is made express so that issuers and their agents will have 
a clear understanding of the extent to which they may rely upon such a guar- 
antee. 

20 Section 8-319 conforms the Statute of Frauds provisions with regard to 
securities to the provisions of Article 2-201 dealing with sales of goods. 

21The term “broker” is not defined in Article 8 or elsewhere in the 
Uniform Commercial Code. It is thus not clear whether “broker” includes a 
dealer, who acts as a principal and not in an agency capacity. 
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specially indorsed to or issued in the name of the purchaser, or 
(b) his broker sends him confirmation of the purchase and also 
by book entry or otherwise identifies a specific security in the 
broker’s possession as the property of the purchaser, or (c) with 
respect to an identified security to be delivered and in the posses- 
sion of the broker, such broker acknowledges that he holds for the 
purchaser. When any one of these situations occurs delivery to the 
purchaser is complete and he is not affected by notice of claims of 
ownership which he receives after such occurrence and before the 
time he obtains physical possession of the security.2 On the other 
hand notice of claims of ownership to the purchaser’s broker re- 
ceived before delivery of the security to such broker becomes 
notice to the purchaser.”* However, the purchaser does not become 
the holder of a security which is held for him by his broker despite 
a confirmation of purchase, a book entry and other indication that 
the security is part of a fungible bulk held for customers and de- 
spite the purchaser’s acquisition of a proportionate interest in the 
fungible bulk. Section 8-313 (2). The broker remains the holder of 
such securities.24 This latter situation usually occurs where se- 
curities are bought on margin. The operation of the rules contained 
in Section 8-313 will have real significance in the event of the 
bankruptcy of the purchasing broker.”® 

On the seller’s side of the transaction made through an ex- 
change or through brokers, the seller’s duty to deliver is fulfilled 
when he places the security which he has sold in the possession 
of the selling broker or of a person designated by such broker, or, 
if so requested, causes an acknowledgment that it is held for the 
selling broker to be made to such broker. Section 8-314 (1) (a). The 
selling broker fulfills his duty to deliver the security which he has 
sold by placing it or a like security in the possession of the buyer’s 
broker or some person designated by him or by effecting clearance 
of the sale in accordance with the rules of the exchange on which 
the transaction took place. Section 8-314 (1) (b). 





22See Comment to Section 8-313. 

23 Section 8-304. 

24The Comment to Section 8-313 indicates that the prevalent practice of 
brokers of treating securities as fungible goods has been emphasized by the 
introduction of clearing house procedures on the the large exchanges. A single 
completed sale may involve the transfer of a number of different instruments 
— from seller to selling broker, selling broker to buying broker, and from 
buying broker to the purchaser. The security delivered to the buying broker 
will not usually be the same security later delivered by him to the customer. 
Hence, the broker is regarded as the holder of securities which are not spe- 
cifically identified as those of a particular customer despite any bookkeeping 
entries made by the broker. 

25For a discussion of the operation of Section 8-313 in such a case, see 
Israels, Article 8 — Investment Securities, 16 Law & Contemp. Pros 249 (1951). 
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A broker who in good faith (including observance of reason- 
able commercial standards) has received securities and sold, pledg- 
ed, or delivered them according to the instructions of his principal 
is not liable for conversion although the principal had no right to 
dispose of them. Section 8-318. This is a new provision designed to 
abolish the liability of a broker for so-called “innocent conversion.” 


VII. REGISTRATION OF TRANSFERS. 


Perhaps the most useful provisions of Article 8 are those 
dealing with the registration of transfers of securities. The law and 
practice in this field has been almost entirely case law, but in Ohio 
there exist several statutory provisions which are designed to pro- 
tect corporate issuers, transfer agents and registrars in dealing with 
holders of securities who are fiduciaries or minors. On10 Gen. CopE 
§ 8623-33, 8509-1, 8509-2. Despite the availability of these existing 
provisions, the enactment of Article 8 by other states will benefit 
resident Ohio shareholders in foreign corporations and even in Ohio 
corporations which have transfer agents in other states. The Article 
approaches the problem affirmatively by stating that the issuer is 
required to register the transfer of a security if (a) it is properly 
indorsed for transfer,?® (b) the issuer has no knowledge that the 
transfer is wrongful and no duty to inquire into the rightfulness 
of the transfer,?7 and (c) proof is submitted of payment or waiver 
of any taxes applicable to the transfer. Section 8-401. Where the 
issuer has performed its duty to register a transfer it is given im- 
munity from liability. A transfer agent, registrar, or indenture 
trustee is under a similar duty to that of the issuer to register a 
transfer. Section 8-406. 

Obviously, under such a statute the issuer must be satisfied 
as to the sufficiency of the indorsement of the security. However, 
instead of leaving the amount and kind of evidence which the 
issuer may demand within the issuer’s discretion, as at present, 
Section 8-402 provides that unless the issuer has notice that the 
indorser lacks power to make the indorsement, the issuer shall not 
require more evidence as to the sufficiency of the indorsement 
than a guarantee of the signature and, if the indorsement is by a 
fiduciary, partner or corporate officer, proof of tenure of office 
at the time of the indorsement. As applied to the transfer or se- 
curities comprised in an estate all that Sections 8-401 and 8-402 
require is an inheritance tax waiver, an indorsement by the ex- 





26 The sufficiency of an indorsement is covered by Section 8-402. The 
issuer would, of course, be liable for registering a transfer on the basis of a 
forged or unauthorized indorsement, but the issuer would have an action over 
against the guarantor of the signature (Section 8-312) and the owner may 
even be estopped to assert the forgery or lack of authorization (Sections 8-311 
and 8-404). 

27 See Section 8-403 for a statement as to when such duty exists. 
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ecutor or administrator, a guarantee of the signature of such ex- 
ecutor or administrator and a certificate of his appointment. A 
certified copy of the will or of a court order of distribution or 
sale cannot be required by the issuer in the absence of notice of 
impropriety in the transfer.2* The guarantee of the signature of 
the indorser must be by a person reasonably believed by the issuer 
to be responsible. Section 8-402 (3). 

The issuer is under no duty to inquire into the rightfulness 
of a transfer unless it has notice of claims of ownership. Further- 
more, even if the security is registered in the name of a fiduciary 
or if the issuer has notice that the registered owner holds the se- 
curity for another, there is no duty on the issuer to inquire into 
the rightfulness of the transfer. Only in the event the issuer has 
notice that the transfer is to the fiduciary individually, or that 
the proceeds of the purchase have been placed in the individual 
account of the fiduciary or are made payable in cash or to the 
fiduciary individually, or otherwise has reason to know that such 
proceeds are being used or that the transaction is for the individ- 
ual benefit of the fiduciary, must the issuer inquire into the right- 
fulness of the transfer. Section 8-403. This is a rejection of the 
prevailing doctrine that an issuer has a duty to inquire into the 
right of the fiduciary to transfer a security in any case where the 
security is registered in the fiduciary’s name.*° 

The issuer is liable to the owner of the security transferred 
if the owner’s indorsement is forged or unauthorized, but in such 
cases the issuer is given an action over against the guarantor of 
the signature. Sections 8-404 and 8-312. The duty of the issuer in 
such a case is to deliver to the owner a like security unless such 
delivery would constitute an over-issue. Sections 8-404 and 8-104. 
The owner cannot elect between an action for damages and an 
action to compel issue of a new security, as he can under the pres- 
ent law in some jurisdictions. 

Finally, there is an express statutory provision as to the duty 
of an authenticating trustee, transfer agent, or registrar. Section 
8-406. Such a person owes to the issuer a duty to exercise good 
faith and due diligence and he has the same obligation to the 
holder or owner of the security as the issuer has in regard to the 
registration of transfers, the issue of new securities, or the cancel- 
lation of surrendered securities. This rule represents a rejection 
of the cases which have held these persons to be merely agents of 
the issuer and hence not liable to the owner for refusal to register 
a transfer.5° 





28 See Comment to Section 8-402. 
29 See Comment to Section 8-403. 
30For these cases see Comment to Section 8-406. 
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If the provisions of Article 8 with respect to the registration 
of transfers were in effect in all 48 states as the Uniform Stock 
Transfer Act now is, the process of registration of transfers of se- 
curities would be vastly simplified and speeded up with a conse- 
quent saving in time and money to transfer agents, fiduciaries, 
and brokers. Article 8 would be well worth adoption if for no 
other reason than to bring into effect these provisions dealing 
with registration of transfers. 


VIII. Concuusion. 


Article 8 has been carefully thought out and drafted. Its adop- 
tion would bring, among others, four principal benefits: 

1. It would confer the attributes of negotiability on many in- 
vestment securities which do not now possess them and provide 
a means of qualification for others as the need arises. 

2. It would more clearly define issuer’s defenses and pur- 
chaser’s rights. 

3. It would recognize the realities of present day trading in 
securities through brokers and on exchanges and state workable 
legal relationships between broker and customer. 

4. It would provide a rapid and simple procedure for the 
registration of transfers of securities. 
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Article 9 and Security Interests 
In Accounts, Contract Rights 
and Chattel Paper 


By Eugene H. Freedheim and 
Eli Goldston* 


INTRODUCTION 


Article 9 of the Uniform Commercial Code deals with security 
interests in personal property. It would supersede the present Ohio 
statutes on chattel mortgages, conditional sales, factor’s liens, crop 
mortgages, railroad equipment mortgages, trust receipts, and assign- 
ment of accounts receivable;! and it would affect present Ohio 
practices in connection with consignments, bailment leases, and 
field warehousing. It would also affect certain aspects of the pres- 
ent Ohio Sales Act, Bills of Lading Act, Warehouse Receipts Act, 
Bulk Sales Act, Small Loan Act, and Retail Installment Sales Act.? 
The adoption by Ohio of Article 9 (officially cited as “Uniform 
Commercial Code — Secured Transactions”) obviously would make 
major changes in existing Ohio law. 

This paper will compare in some detail Article 9 with present 
Ohio law relating to security interests in three subclassifications of 
intangible personal property (i. e., accounts, contract rights, and 
chattel paper). A detailed discussion of security interests in the 
other two subclassifications of intangible personal property (i. e., 
documents of title and instruments) and in four subclassifications 
of tangible personal property (i.e., goods, including inventory, 
equipment, consumer goods, and farm products) will appear in a 
later issue of this Journal. Some general comments on the over-all 
scheme of Article 9 are, however, a necessary preliminary to the 
detailed discussion. 

Many readers will have already noticed in the preceding para- 
graphs that Article 9 will introduce new words into their legal vo- 
cabularies. A deliberate attempt has been made to label fresh 


* Of the firm of Mooney, Hahn, Loeser, Keough & Freedheim, Cleveland, 
Ohio. 

1 Respectively, Onto Gen. Cope § 8560 et seq.; § 8568 et seq.; § 8364-1 
et seq.; § 8567-1 & -2; § 8623-75; §8568; and § 8509-3 et seq. For discussion 
of common law merchant factor’s liens see Cameron, Factor’s Liens in Ohio, 
XXIII Omro Bar 361, 362 (1950). 

2 Respectively, Onto Gen. Cope § 8381 et seq.; § 8993-1 et seq.; § 8457 
et seq.; § 11102 et seq.; § 6346-12 et seq.; and § 6346-15. Article 6 of the 
Uniform Commercial Code, entitled “Bulk Transfers,” would, if adopted, 
supersede the present bulk sales act. 
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concepts with terminology unknown to the present legal diction- 
aries. It is intended thereby to require Article 9 to be interpreted 
and applied by reference to the Rules of Construction for the whole 
Code stated in Sec. 1-102.5 The scrap heap of judicial definitions col- 
lected in such compendia as “Words and Phrases” is intended to be 
made irrelevant. 

Illustration “A” shows the classifications of personal property 
used in Article 9. The major distinction is between (a) goods, which 
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(a) Gooos (bD)INTANGIOLE PROPERTY 
CLASSIFICATION QF PERSONAL PROPERTY USED INARTICLE 9 
ILLUSTRATION "A" 


“ ... includes all things which are movable . . . ” except money and 
intangibles,‘ and (b) the two classes of intangible personal property. 
The first class of intangibles includes those which are customarily 
evidenced by a writing and transferred by delivery of the writing 
(documents of title, instruments and chattel paper); the second 
class includes those customarily not evidenced by a writing (ac- 





3 These rules direct that the Uniform Commercial Code be liberally 
construed in order to promote a simple, flexible and uniform commercial law. 

4U.C.C. § 9-105 (1) (f). 

5 Definitions of the subclassifications comprising this first class will be 
found in U.C.C. § 9-105 (b), (e) and (g). 
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counts and contract rights). Compensation due to an employee 
and judgments, both of which fit within the broad description of 
the second class of intangibles, are specifically excluded from that 
class by Sec. 9-106. 


MaJor Po.icies OF ARTICLE 9 


There are nine subclassifications of personal property recog- 
nized by Article 9. The substantive rights of certain parties will 
sometimes vary with the subclassification of personal property in- 
volved, but the formal requirements of Article 9 for the attachment 
and perfection of any security interest in any property are uniform. 
Fine distinctions between chattel mortgages and conditional sales 
will no longer be of concern,’ and generally, in connection with 
security interests, the location of title will be immaterial. The 
lender or vendor who desires a security interest will prepare the 
same simple “security agreement” for any transaction covered by 
Article 9. He will need neither a lawyer to warn him of intricate 
formal snares nor a notary to perform superfluous ceremonies. If he 
wishes to use any of the old forms he may, but all he really will re- 
quire is a writing which contains a reasonable description of the per- 
sonal property in which a security interest is claimed, the signatures 
of the debtor and of the secured party, and their respective ad- 
dresses. The recorder will not maintain several separate indices all 
of which must be searched in checking title to personal property.’ 





6 Definitions of the subclassifications comprising this second class will 
be found in U.C.C. § 9-106. 

7 When a chattel mortgagee under present Ohio law attempts after default 
to gain possession of the mortgaged property he may be met with the claim 
that the security transaction was really a conditional sale and that there- 
fore he is not entitled to possession until after a tender back of part of the 
purchase price. See, e.g., Bellish v. C.LT. Corp., 142 Ohio St. 36 (1943) (4 to 
2 opinion on whether the form of a certain transaction as a matter of law 
made it a conditional sale instead of a chattel mortgage). This is not a recent 
problem. Compare comment of the senior author of this paper when a 
junior in law school: “The various forms of sale of chattels on credit all 
have a common purpose —easier payment for the buyer with sufficient 
security for the seller....Despite this simple underlying purpose the law 
regarding such contracts has grown complex. This is shown by attempts to 
distinguish between a conditional sale and a chattel mortgage.” 36 Harv. L. 
Rev. 740 (1922). 

8 An oral agreement is sufficient if the secured party has possession of 
the collateral. U.C.C. § 9-203(1) (a). 

9 On an informal basis this has already been accomplished in Cuyahoga 
County where the Recorder maintains a single consolidated card index for 
chattel mortgages (filed or recorded), conditional sales, factors, liens, notices 
of assignment of accounts receivable, attested accounts, and Industrial Com- 
mission liens under Onto Gen. Cope § 1465-74a. He also maintains three 
separate indices, duplicating entries in the consolidated index, for recorded 
chattel mortgages, factor’s liens and notices of assignment of accounts re- 
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This is the first major policy of Article 9—to make the formal 
requirements of obtaining all security interests in personalty simple 
and uniform so that legal consequences will not turn on distinctions 
based on form or title. 

A second major policy is to facilitate the creation of secured 
interests in personal property. Article 9 approves the after-acquired 
property clause!° and the future advances clause.'! It adopts notice 
filing as opposed to requiring a detailed description of each item 
of collateral.'? It eliminates the need for a secured party to police 
the operations of the debtor as required by Benedict v. Ratner, 268 
U. S. 353 (1935), and the subsequent cases which voided security 
arrangements if the borrower had much control over the col- 
lateral.!3 These four steps make possible the creation of a so-called 
“floating lien” —a security interest in a single res which consists 
of the whole inventory as it may exist from time to time. The 
legal unit to be pledged then becomes “stock in trade,” “work in 
process,” or “book account” — not the underlying component items 
in inventory at a given moment or the specific accounts receivable 
then on the books. By the use of field warehousing" a shifting 
stock of inventory can be securely pledged in Ohio today, and under 
the present Ohio statute a floating lien on certain future accounts 
is possible; so Article 9 will not introduce this form of secured 
financing into wholly new fields. But it will simplify and make 
more secure the lien on many types of short-lived collateral, and 
thereby, of course, reduce the cost to borrowers of many forms 
of secured credit.!5 





ceivable. Other personal property liens may be found in the separate 
indices to unemployment compensation liens [OH10 Gen. Cope § 1345-4(a) (4)] 
and Federal tax liens (Int. Rev. Cope § 3670 et seq. and Onto Gen. Cope 
§ 2757-1). 

10 U.C.C. § 9-204(3). 

11 U.C.C. § 9-204(5). 

12U.C.C. § 9-402) 

13 U.C.C. § 9-205. For a good review of the Benedict v. Ratner doctrine 
see Note-Accounts Receivable Financing — Limitations wpon Control By Bor- 
rower, 24 N.Y.U.L.Q. Rev. 598 (1949). 

14 To establish a field warehouse, the debtor leases a portion of his 
premises to a warehouse company. That company takes possession on the 
leased premises of some part of the debtor’s inventory and issues warehouse 
receipts which can be used as bank collateral. Typically the field ware- 
house company merely hires as its supervisor of the inventory an employee 
of the debtor. See Friedman, Field Warehousing, 42 Cox. L. Rev. 991 (1942); 
Birnbaum, Form and Substance in Field Warehousing, 13 Law & ConTEMP. 
Pros. 579 (1948). 


15 After the Ohio statute was revised to permit floating liens on accounts 
receivable, one borrowing arrangement known to the authors was reset to 
eliminate the paper work incidental to a non-floating lien on short-lived 
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It is here that the major economic struggle occurred in the 
deliberations of the American Law Institute and is likely to recur 
in the Ohio Legislature. Spokesmen for the unsecured creditors 
(chiefly the credit men and commercial lawyers, who represent the 
trade creditors selling on open account) are well accustomed to 
mortgaged real estate. They still look askance at pledged accounts 
and field warehoused inventory, and they freely predict dire con- 
sequences from floating liens to which all inventory, all receivables, 
and even some of the cash might be subject. Some suggest that 
manufacturers, wholesalers, and other sellers might have to adopt 
cash, C.O.D., or sight draft credit policies if their customers quite 
generally began creating floating liens on their current assets in 
favor of banks and commercial credit companies.'!© The answer 
of the supporters of Article 9 is that “Hostility to secured credit 
does not prevent such credit from being extended, but serves only 
to make it more expensive.”!’ They point to the economic waste in- 
volved in the expense of operating complicated credit procedures 
and in the higher interest which must be charged to offset the oc- 
casional loss of security when a slip occurs in those complicated 
procedures. 

The Ohio State Bar Association has endorsed all of Article 9 
except the filing provisions.'* County seat rather than state capital 





accounts. Although the interest rate was reduced from 6% to 412%, the 
lender reports a higher net profit. The borrower reports an even greater 
dollar saving on clerical cost than on reduced interest. 

16See discussion of economic policy issues by one of the draftsmen of 
Article 9 in Dunham, Inventory and Accounts Receivable Financing, 62 Harv. 
L. Rev. 588 (1949) particularly at p. 613 ff. 

17 Birnbaum, Article 9— A Restatement and Revision of Chattel Security, 
1952 Wis. L. Rev. 348, 353 (1952). 

18 The Committee on Banking and Commercial Law in a report to the 
May 15, 1952, Meeting of the Council of Delegates, stated: “The committee 
recommends that after it is adopted by New York State and two or three 
other states, it should be adopted by the Ohio Legislature with the following 
exceptions: 

1. The Metzenbaum Act, relating to installment sales, should be re- 

tained, and if there are any provisions of the Uniform Commercial Code 

in conflict with it, they should not be adopted. 

2. The present provisions of the Ohio Code with respect to filing in 

order to protect a security interest should be retained in principle, and 

any provisions of the Uniform Commercial Code in substantial conflict 
therewith should not be adopted. (There may be an exception made in 
the case of consumer goods sold at retail.) 

3. The committee reserves judgment on whether Article 6, relating to 

Bulk Sales, should be adopted in place of the present Bulk Sales Act. 

It will have a recommendation to make later on this subject.” 

This report was held over at the request of the chairman and at the November 
1, 1952, Meeting of the Council of Delegates a revised report was approved 
which recommended “that it be passed by the Ohio legislature after New York 
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filing is favored by the Association. The field warehousing interests 
in Ohio, although they will still have collateral control if not legal 
security services to sell, are, of course, vigorously opposed to Ar- 
ticle 9.19 The credit men and the collection bar have indicated they 
will oppose it. The authors of the present paper are members both 
of the American Law Institute and of the Ohio State Bar Asso- 
ciation. Their endorsement of the Association’s position is there- 
fore perhaps doubly suspect. They submit, however, that a care- 
ful comparison of the impact of Article 9 on the present Ohio Law 
relating to security interests in intangible property will show (a) 
few material changes except in connection with chattel paper and 
(b) quite good reasons for adopting most of these changes. 


Accounts AND ConTrRAcT RIGHTS 

Let us first compare the present Ohio law relating to security 
interests in accounts and contract rights?® with the relevant pro- 
visions of Article 9. The 1951 revision of the Ohio Assignment of 
Accounts Receivable Act was primarily intended to overrule Wells 
v Place, 95 Fed. Supp. 474 (E.D. Ohio 1950), 58 Ohio L.Abs. 582, 
which had construed the 1941 Ohio Assignment of Accounts Re- 
ceivable Act to mean that general creditors could not avoid an 
assignment in which the assignee and the subsequently bankrupt 
assignor had failed to comply with the recording provisions of that 
Act.?! Combined with the 1950 amendment of Section 60 of the 
Bankruptcy Act,?? the Wells v. Place holding permitted an assignee 
who had neglected to record his assignment under the former Ohio 
statute nevertheless to prevail over the trustee of his bankrupt 
assignor — either under Section 60 or under Section 70 (e). Thus 





and at least one or two of the larger commercial states have adopted it. Your 
committee has some reservation as to the adoption of parts relating to Bulk 
Sales and some of the provisions for recording that may be contrary to the 
policy adopted by the Ohio legislature, but it will, if you approve, make its 
recommendation to the legislature with respect thereto at the appropriate 
time.” 

19 Based on recent,interviews with persons engaged in Ohio field ware- 
housing operations, the authors estimate that there are currently about 250 
field warehouses in Ohio containing about $20,000,000.00 of material. 

20The Ohio Assignment of Accounts Receivable Statute as revised in 
1951 is briefly discussed in Folkerth, Accounts Receivable Legislation, 12 Onto 
Strate L. J. 333 (1952). 

21A “clearly erroneous interpretation.” Folkerth, supra, 335. 

22 Section 60 was substantially rewritten and the bankruptcy trustee was 
reduced to the position of a lien creditor (from his former position of a 
bona fide purchaser) in testing whether transfers by the bankrupt could be 
voided as preferences. See Sell, Preferential Transfers for Security Under 
Section 60 of The Bankruptcy Act, 12 U. or Prrr. L. Rev. 173 (1951) for a 
complete history of Section 60; and see Kupfer, The Recent Amendment to 
the Preference Section of the Bankruptcy Act, 22 N.Y. Stare Bar Assn. BuLL. 
329 (1950) for a particularly good concise summary of same. 











M42. ional 


sb 


1953] ARTICLE 9 AND SECURITIES INTEREST 75 


the recordation required by the 1941 Ohio Act became irrelevant 
in bankruptcy and was of significance only in the rare instances 
where a dishonest assignor assigned the same accounts receivable 
to more than one assignee. 

The Ohio Banker’s Association, which had sponsored the 1941 
Ohio statute, employed a draftsman and directed him to make 
a thorough study of the statutes of other states and, in particular, 
of the Uniform Commercial Code (then in tentative draft). The 
Committee assigned to work with the draftsman adopted the posi- 
tion of the Commercial Code whenever a choice of positions seemed 
fairly even. As a result, the 1951 version of the Ohio Assignment 
of Accounts Receivable Act brought Ohio law in this area into 
quite substantial conformity with what is proposed by the Uni- 
form Commercial Code. We shall compare the two statutes in 
respect to: Transactions Covered, Filing Provisions, Rights Given 
to Assignee, and Procedure upon Default. 


TRANSACTIONS COVERED 


The security interests in accounts receivable covered by the 
present Ohio statute are substantially the same as those within 
the scope of Article 9. Noteworthy differences can best be shown 
by reviewing the eleven tests which a given transaction must meet 
before it comes within the scope of the present Ohio statute.” 
The first seven of these tests look to the nature of the property in- 
volved, and the last four tests look to the nature of the transaction 
involved. 
(1) The Ohio statute limits its definition of an account 
receivable to a “right to the payment of money.” The 
Code omits the final two words in its definition of 
account and contract right.?4 Exchange transactions 
which fall outside the scope of the Ohio statute would 
therefore be covered by the Code, and there is no rea- 
son why such non-monetary obligations should not be 
transferable as security. 

(2) In parallel language, the Ohio statute and the Code 
limit the accounts within their scope to those “for 
goods sold or leased or for services rendered.”*5 Thus 





23 Transactions beyond the scope of the statute would be under the Ohio 
common law, and it is an open question whether between two successive as- 
signees the first in time of assignment or the first to notify the debtor would 
prevail. Compare Gamble v. Carlisle, 3 Ohio N.P. 279, 282, 6 Ohio Dec. (N.P.) 
48 (Sup. Ct. of Cin. 1896) and Ohio Annotations to ResTaTEMENT, CONTRACTS 
§ 173 (1933) with General Excavator Co. v. Judkins, 128 Ohio St. 160, 166, 190 
N.E. 389, 392 (1934). See summary of Ohio case law in Hamilton, Assign- 
ments of Accounts Receivable Under the Chandler Act, 14 Ohio Ops. 168 
(1939). 

24Onto Gen. Cope § 8509-3 (1) and U.C.C. § 9-306 (3). 

25 Onto Gen. Cone § 8509-3 (1) and U.C.C. § 9-106. 
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both exclude accounts arising from the sale or lease 
of real estate, from cash loans and cash deposits, 
from the maturity of insurance policies, etc. The in- 
tention in each instance was to limit the statute to 
commercial current assets financing. 

(3) The Ohio statute includes in its definition of an ac- 
count receivable “both an existing right to immediate 
or future payment and a right to payment which may 
arise under an existing contract.” The former is the 
definition of an “account” and the latter is substan- 
tially the definition of a “contract right” under the 
Code.” Neither the Ohio statute nor the Code in- 
cludes in its concept of presently assignable rights a 
right which may arise under a contract which has yet 
to be made. 

(4) Both the Ohio statute and the Code exclude accounts 
receivable which prior to assignment have been sued 
upon and a judgment obtained.?”? One should note 
that judgments obtained subsequent to assignment 
become “proceeds” of the account and belong to the 
assignee.?8 

(5) Both the Ohio statute and the Code exclude accounts 
evidenced by a negotiable instrument,”? for transfer 
of such accounts falls under the law of negotiable 
instruments. 

(6) The Code excludes accounts evidenced by chattel pa- 
per. The Ohio statute excludes accounts evidenced 
by “a duly filed or recorded instrument . . . of chattel 
mortgage or conditional sale.”3° Thus accounts rep- 
resented by unfiled and unrecorded chattel mortgages 
or conditional sales contracts can be assigned under 
Ohio law as accounts receivable. This is discussed be- 
low in comparing the treatment of chattel paper un- 
der the Code with present Ohio law. 

(7) Both the Code and the Ohio statute adopt the conflict 
of laws rule that the location of the assignor deter- 
mines the applicable law. In the case of an assignor 
with multi-state operations, both look to the state 
where the assignor keeps his primary bookkeeping 
record for,the particular account.*! There are five 
possible determinants of the state law to govern an 
account receivable assignment: the locations of (1) 
the debtor, of (2) the creditor-assignor or of (3) the 


26 Onto Gen. Cone § 8509-3 (1) and U.C.C. § 9-106. 

27 Onto Gen. Cope § 8509-3 (b) (1) and U.C.C. § 9-106. Since the intent 
is to recognize the extinguishment of the account by merger into judgment, 
no doubt only prior personal judgments are excluded. A judgment in rem or 
quasi in rem does not extinguish the unpaid balance of the account; it is mere- 
ly satisfaction of part of the account. See Saunders v. King § 69 Ohio App. 313, 
37 N.E. 2d 92 (1941). 

28 Onto Gen. Cone § 8509-3 (a) and 6 (5) and U.C.C. § 9-306 (1). 

29 Onto Gen. Cope § 8509-3 (b) (2) and U.C.C. § 9-106. 

30 Onto Gen. Cone § 8509-3 (b) (3) and U.C.C. § 9-106. 
31 Onto Gen. Cope § 8509-4 and U.C.C. § 9-103 (1). 
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assignee and the location where the contract of as- 
signment is (4) made or (5) to be performed. It is 
the assignor’s creditors who should be able to locate 
any public recordings related to the assignment, and 
so only the location of the assignor is a feasible de- 
terminant.** Neither the Ohio statute nor the Code 
permits the parties to contract for a different ap- 
plicable law,** since it is the third party creditors 
whose rights are to be protected. 

(8) Both the Code and the Ohio statute exclude reassign- 
ments by assignees in the financing business.* This 
permits a bank to reassign participating interests in 
a large loan without filing. Unlike primary assign- 
ments, reassignments are usually to several assignees 
and the reassigning bank may have a different group 
of participants for each loan. Thus the filing tech- 
niques used for primary assignments are inappro- 
priate. 

(9) The Ohio statute excludes “transfers by operation of 
law.” The Code by covering only “any transaction .. . 
intended to create a security interest in personal prop- 
erty” and “any financing sale of accounts” excludes 
transfers by law as well as gifts, transfers of a contract 
right to an assignee who is also to do the performance 
under the contract, etc.*5 This is an improvement on 
the Ohio statute which invalidates for failure to file 
some non-commercial assignments which the parties 
might never expect to be covered. 

(10) Both the Code and the Ohio statute exclude certain 
accounts the assignment of which is subject to spe- 
cial federal or state law.3° Thus neither statute af- 
fects the Ohio automobile lien system of notation on 
the certificate of title. The assignment of claims 
against the federal government, regulated by the Fed- 
eral Assignment of Claims Act, need not now be filed 
in Ohio, but, because of a difference in wording, fil- 
ing is required under the Code. The federal statute 
permits assignment only to certain lenders and also 
provides for notice to contracting and disbursing of- 





32 See Gilmore, The Secured Transactions Article of the Commercial Code, 
16 Law & Contemp. Pross. 27, 33 ff. (1951). 

33U.C.C. § 1-105 (6) as limited by U.C.C. § 1-102 (3) (b). The Ohio 
statute does not make any provision for choice of law by the parties. See 
Everett, Securing Security, 16 Law & Contemp. Pros. 49 (1951). 

34 Onto Gen. Cove § 8509-4 and U.C.C. § 9-302 (1) (f). 

35 Omro Gen. Cone § 8509-3 (3) and U.C.C. § 9-102 (1) (a) and (b). 

36 Onto Gen. Cone § 8509-3 (1) (b) and U.C.C. 59-104 (a) (exclusion from 
coverage) and -302 (2) (a) (exclusion from filing provisions). Nautical fi- 
nancing is excluded under U.C.C. § 9-104 (a) because of the Ship Mortgage 
Act, 1920, 46 U.S.C. §911 ff. Under U.C.C. § 9-302 (2) (a) aeronautical fi- 
nancing is excluded because of the airplane lien provisions of the Civil 
Aeronautics Act, 49 U.S.C. § 523, and railroad equipment financing is excluded 
because of the recordation provisions of 49 U.S.C. § 20c. All three types of fi- 
nancing are excluded under Onto Gen. Cope § 8509-3 (1) (b). 
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ficers and to sureties on bonds.*’? There seems to be 
little point in requiring by state law a further notice 
to the public. Wage claims are excluded by both 
statutes, under Ohio law because there are applicable 
state statutes and under the Code by express pro- 
vision.** 

(11) The Code excludes “a transfer of accounts as part of 
a sale of the business out of which they arose,” while 
the Ohio statute recognizes this exclusion only if the 
requirements of the Bulk Sales Law are met.*? The 
Code’s provision is probably the better one. If the 
Bulk Sales Law is applicable and not followed, ade- 
quate remedies are provided by that law. If the Bulk 
Sales Law is not applicable to the entire sale, there is 
no reason to single the accounts receivable out for 
special treatment. 

There are three additional exclusions from the Code’s filing 


requirements not provided by the Ohio statute: (1) assignments 
which do not represent a significant part of the assignor’s out- 
standing accounts or contract rights, (2) assignments for collection 
only, and (3) the further assignment of a perfected security in- 
terest.” The first of these exclusions intends to exclude the casual 
or isolated transaction; it was not incorporated into the Ohio statute 
because it was felt that the invalidation of such a transaction was 
better than litigation to determine whether a given assignment was 
“a significant part” of the book account. The second exclusion is 
unnecessary in that an assignee for collection must, of course, re- 
turn the proceeds collected on the account to the assignor. The 
third exclusion largely duplicates the exclusion discussed under 
(8) above. 

In summary, the Code and the present Ohio statute are al- 
most conterminous in their coverage of accounts receivable trans- 
actions. The only difference between the two which should not 
unquestionably yield to the very important consideration of achiev- 
ing uniformity among the various states is the coverage of claims 
against the federal government. It is known that all the principal 
advisors on the drafting of Article 9 did not realize that the ex- 
clusions of Section 9-104(a) and -302 (2) (a) were drawn so nar- 
rowly as to leave these claims covered. The Ohio Legislature might 
well invite testimony on this problem by federal contracting of- 
ficers, bankers, and interstate uniformity zealots. 


FILING PROVISIONS 


The basic technique of Article 9 is “notice filing” which re- 
quires public filing of a simple notice to indicate that a specified per- 





3731 U.S.C. § 203. 

38Qn10 Gen. Cone § 6346-12 et seq, and U.C.C. § 9-106. 
39 Onto Gen. Cone § 8509-4 and U.C.C. § 9-104 (f). 
40U.C.C. § 9-302 (1) (e) and (2). 
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son may have a security interest in some of the property of an- 
other specified person.‘! The public records, then, do not as under 
the present chattel mortgage act show particular items of property 
subject to a security interest. Notice filing was first introduced in- 
to accounts receivable legislation by the 1941 Ohio statute, and sev- 
enteen other states subsequently adopted the same principle in 
their accounts receivable statutes.‘ The filing provisions of the 
Uniform Commercial Code were patterned after these state statutes 
and the Uniform Trust Receipts Act. The 1951 Ohio statute, in 
turn, was tailored from the Code. The forms and procedure pro- 
vided for filing under the Code consequently are quite similar to 
those now in use in Ohio for accounts receivable assignments. 

The forms which are set out in the Ohio statute contain the 
same minimal information required by the Code.’ The theory of 
notice filing is that the public notice should merely alert the 
stranger to his need for further credit information about the as- 
signor; and both the Code and the Ohio statute provide procedures 
under which the assignor may obtain certain information from the 
assignee which will enable the assignor to provide verified credit 
data to his present and prospective creditors. The Ohio statute 
awards the assignor $500.00 from the assignee if the assignee, after 
payment of the debt, in bad faith fails to deliver a notice of cancel- 
lation ten days after demand. The Code awards actual damages 
incurred by the assignor plus a penalty of $100.00.44 These pro- 
visions are designed to prevent a lender from taking a dog-in-the- 
manger position when the borrower wishes to do his financing else- 
where. The Code also requires the assignee to supply within two 
weeks, upon request of the assignor, a statement of unpaid indebt- 
edness and to verify a list of assigned accounts.*5 Thus, the Code, 
without being unduly onerous on the assignee, *° meets not only 





41 It is sometimes claimed that notice filing makes available to competitors 
a list of the secured party’s customers. See Dunham, supra, p. 612. A com- 
pany which has solicited every borrower revealed by accounts receivable or 
factor’s lien notices filed in Cuyahoga County has informed the authors that 
in no instance has it been successful in persuading the borrower to shift. The 
explanation suggested by this unsuccessful solicitor is that the public filing is 
usually a final step in an elaborate and carefully negotiated transaction, and 
the borrower by then is either too tied or too tired to consider alternatives 
no matter how attractive. 

42 Ala., Ariz., Calif., Colo., Fla., Ga., Idaho, Kan., La., Mo., Neb., N.C., 
Okla., S.C., Texas, Utah and Wash. In addition, Penn. has adopted the 
Uniform Commercial Code including its filing provisions, effective July, 1953. 

43 Onto Gen. Cope § 8509-3 (7) and U.C.C. § 9-402 (1). 

44 Onto Gen. Cove § 8509-6a and U.C.C. § 9-404 (1). 

45U.C.C. § 9-208. 

46U.C.C. §9-208 requires the assignee to supply such a statement only 
once each six months without charge. For additional statements, the assignee 
may charge up to $10.00 each. 
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the dog-in-the-manger problem but also requires disclosure before 
full payment of the debt. 

An important difference in the procedures is that the Ohio 
statute now requires the filing to be made prior to or contem- 
poraneously with the assignment.*? The purpose of this require- 
ment is to eliminate the practice of holding security documents in 
the safe until the debtor becomes shaky and then recording. Gen- 
eral creditors are given an earlier warning of liens under this rule, 
and, if, through inadvertence, filing has been overlooked and an 
assignment taken, the situation can, of course, be remedied (ex- 
cept for preference problems which may arise by reason of the 
later perfection of the security interest) by filing a notice and then 
taking another assignment. The Code permits filing subsequent to 
assignment, relying for prompt filing on the fear of the assignee 
that various intervening events may worsen the security of an un- 
perfected lien,** and there is considerable logic to this approach of 
making the filing time a matter of credit risk for the assignee. 

One feature of the filing provisions of the Code which the au- 
thors would reject is the Code’s provision for state capital filing of 
account receivable liens (except for county filing when the accounts 
involved arise from the sale of farm products by a farmer) .*? There 
are some advantages to a single central file. A set of rules is not 
needed to determine the county in which to file.5° Credit informa- 
tion services can check one file in Columbus instead of the files in 
88 county seats, and the assignee can be certain he has filed in 
the proper spot. 

Ohio’s state capital, however, is neither the financial nor the 
industrial center of the state. A telephone call from either Cleve- 
land or Cincinnati to a Columbus central file would cost one dollar 
even with quite prompt service by the filing office, and use of the 
mail would mean three or four days from inquiry to reply. Some 
reduction in total consumer lien filings (which are to be made in 





47 Onto Gen. Cope § 8509-5 (1). 

48U.C.C. § 9-303 (1) (a). 

49U.C.C. § 9-401 (a) and (b). For other special treatment of transactions 
with farmers see Hunt and Coates, The Impact of the Secured Transactions 
Article on Commercial Practices with Respect to Agricultural Financing, 
16 Law & Contemp. Pros. 165 (1951). 


50 See present Ohio rules for selecting proper county in: Onto Gen. Cope 
§ 8509-5 (6) (county of principal place of business of assignor of accounts re- 
ceivable, or, if no such place in Ohio, then county where assignor keeps ledger 
sheet); Onto Gen. Cone § 8364-3 (for factor’s lien, county of corporate bor- 
rower’s principal place of business, or, if no such place in Ohio, then county 
where merchandise is located); and Onto Gen. Cone §§ 8561 and 8568 (county 
of residence of chattel mortgagor or of conditional vendee, or, if no such place 
in Ohio, then county where property is situated.) 
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the county of the debtor’s residence) is expected under the Code,5! 
but the central file of liens on accounts, inventory and equipment 
might get so large as to become unmanageable unless broken down 
geographically at least in part, particularly if the new Code pro- 
visions increased the popularity of liens on accounts and inventory 
as a financing device.’? Several state-wide records are currently 
divided into (a) Cuyahoga County, (b) Hamilton County and (c) 
the rest of the state, for reasons of geographic and numerical con- 
venience in administration,’ and, so far as the theory of central 
filing is concerned, there might as well be 88 county files as three 
central files. 

The Ohio State Bar Association has declined to approve the 
filing provisions of the Code,** and the Uniform Trust Receipts Act 
was never passed in Ohio in part because it provides for central fil- 
ing.*5 In preparing the 1951 revision of the Ohio Assignment of 
Accounts Receivable Act, the merits of central filing were not 
weighed because of informed advice that the state legislature, nu- 
merically dominated by representatives of the smaller counties, 
would not pass an act with such provisions. In existing accounts 
receivable legislation, the more important commercial states have 
adopted county filing, and in 1951 the California legislature re- 
jected a proposal to substitute state capital filing for county filing 
under the California statute. 

The draftsmen of Article 9 offer a compromise on the central 





51 Because a purchase money security interest in consumer goods (not part 
of real estate and not an automobile) is perfected without filing against all but 
a buyer who does not know of the security interest, who gives value, and 
who buys for his own personal, family or household purposes. U.C.C. §§ 9- 
302(1) (d) and -307(2). 

52In Cuyahoga County during an average month the following will be 
filed with the Recorder: 7,700 chattel mortgages, 10 conditional sales contracts, 
15 notices of assignment of accounts receivable, and 1 or 2 factor’s liens. Ohio 
is unique in the large number of consumer goods liens filed, Kripke, The “Se- 
cured Transactions” Provisions of the Uniform Commercial Code, 35 Va. L. 
Rev. 577, 612 (1949), and a substantial number of the 7,700 chattel mortgages, 
being consumer goods liens, would not under the Code be filed in Columbus. 
But if only 10% of them from all over Ohio would go into the central file, 
that file would soon become unwieldy, particularly because of the duration 
of filing provisions of the Code. 

53 E.g., form 915 of the Tax Commission, Analysis of a Trust or Life Estate 
Income, is filed in Cleveland, Columbus, or Cincinnati. 

54See note 18, supra. 

55 Onto Gen. Cove § 8568 is the Ohio statute covering trust receipts. 

56 County filing has been adopted by Ala., Calif, Ga., La., Mich., Neb., 
N.C., Okla., S.C., and Texas. Central filing has been adopted by Ariz., Colo., 
Fla., Idaho, Kan., Mo., Utah and Wash. As this paper is being written, a bill 
for central filing is being considered by the Vermont legislature, and bills 
for county filing are being considered by the legislatures of Iowa and Wy- 
oming. 
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filing issue by suggesting as an optional provision that supplemen- 
tary county filing be required if all the assignors’ places of busi- 
ness are in a single county.5’ Such duplicate filing would not seem 
to be a very happy solution, but Pennsylvania adandoned its tra- 
ditional county filing of chattel mortgages and conditional sales 
agreements to adopt the Code with this optional feature (which 
Pennsylvania previously had adopted for trust receipts). Penn- 
sylvania also abandoned bookmarking in favor of notice filing for 
assignments of accounts receivable. 

Another disputed feature of the Code’s filing scheme is its pro- 
vision for the duration of the effectiveness of a filing. Article 9 pro- 
vides that a filed document remains effective until (a) a time of 
termination specified in the filed document; (b) the creditor files 
a termination notice; or (c) the filing officer at any time after the 
maturity date stated in the notice or after five years from the initial 
filing notifies the secured party that the effectiveness of the filed 
notice will lapse unless a continuation notice is filed within 60 
days.** The authors feel that the burden of keeping the filing ac- 
tive should be on the assignee and that the mechanics for clearing 
dead notices from the files should not require the filing officer to 
analyze filed documents or to exercise discretion. The three year 
duration of filing, subject to cancellation or extension, now used 
in Ohio for chattel lien filings’? suggests a fixed time period which 
has proved workable. 

The Ohio proponents of the Code should prepare the necessary 
supplementary sections to provide county filing and a fixed dura- 
tion of effectiveness of filing, or, perhaps, should encourage the 
draftsmen of the Code to prepare such provisions for the various 
states which may desire them. The need for interstate uniformity 
on procedural matters is not great; the important goal of the Code 
should be uniformity in substantive law. 


RicuHtTs oF ASSIGNEE 


The Ohio statute grants the transferee of an account receivable 
the status of “protected” assignee upon completion of a written as- 
signment to him of the account subsequent to or concurrent with 
his filing of a notice of assignment. The Code refers to “perfection” 
of a security interest in accounts when the notice is filed or when 
an assignment for value is made of accounts in which the assignor 
has rights, whichever is later. 

The Ohio statute provides “an assignment not so protected shall 





57 Bracketed words at end of U.C.C. § 9, 401 (1) (a). 

58 U.C.C. § 9-403 (2) and (3). 

59 On10 Gen. Cone § 8565 (chattel mtg.); 8569-1 (Condit. Sales); § 8364-5 
(factor’s lien); and § 8509-5(a) (a/c receivable). 

60 On10 Gen. Cone § 8509-5 (1), and U.C.C. §§ 9-303 (1)(a) and -204. 
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be valid between assignor and assignee but shall be wholly void as 
against all other persons.” The Code gives the unperfected security 
interest somewhat greater rights in that persons who have knowl- 
edge of the unperfected security interest cannot prevail over it 
even if they perfect their own interest or obtain a lien.*! Although 
“notice of a fact” is carefully defined by the Code so as to exclude 
some of the broader concepts of constructive knowledge,® at this 
point the Code establishes a subjective test to benefit a laggard 
filer and elsewhere it permits delayed filing.’ The more strict rule 
of the Ohio statute would avoid difficult questions to litigate relat- 
ing to subjective knowledge, but it might occasionally produce quite 
inequitable results. The reasons for choosing either policy seem 
less weighty than the desirability of tampering as little as possible 
with the substantive sections of the Code. 

Under the Ohio statute, an assignee who is “protected” still 
takes the account subject to certain liens which might be on the 
account and to certain rights of tracing proceedings to which the 
assignor might have been subject.** In Ohio such liens on an ac- 
count might include: an effective attachment by a third party of 
the sum owing to the assignor if the attachment preceded the as- 
signment of the account; or, unpaid franchise and personal property 
taxes of a corporation which assigned the account at the time of 
its dissolution.®> There is no Code provision which expressly recog- 
nizes these superior claims but it is perhaps implicit.® 

The rights of the assignee who “protects” under the Ohio statute 
are substantially the same as those of the assignee who “perfects” 
under the Code. There are five classifications of persons against 
whom such rights might be asserted: 

(1) The assignor 

(2) The assignor’s creditors 

(3) The assignor’s transferees 

(4) The Trustee in Bankruptcy of the assignor 

(5) The assignor’s debtors 
The principal differences between the Code and the Ohio statute 
relate not to the unpaid balance of the assigned account but as to 
“proceeds” collected by the assignor.*’ 

(1) The assignor. Between assignor and assignee, subject only 
to restrictions in any contract between them, the assignee under 





61 On10 Gen. Cope § 8509-6(1) and U.C.C. § 9-301 (1) (b). 

62U.C.C. § 1-201(25), (26) and (27). 

63 See discussion of this under Filing Provisions, p.——. 

64 Onto Gen. Cope § 8509-6(a) and (3). 

65 Onto Gen. Cone § 5506. 

66 One would expect to find such a provision in U.C.C. § 9-303(2), and 
perhaps § 9-303 (2) (e) or § 9-201 implies it. 

67 Defined at Onto Gen. Cone § 85-9-3(9) and at U.C.C. § 9-306(3). 
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either the Code or the Ohio statute has superior rights to the as- 
signed accounts and to any proceeds. 

(2) The assignor’s creditors. Against the assignor’s creditors, 
the assignee under either the Code or the Ohio statute prevails as 
to the unpaid account balance.*? This is true even if the assignee 
has permitted the assignor to collect the proceeds of the assigned 
accounts and to use them freely in the assignor’s business. The 
contrary rule of Benedict v. Ratner’ has been reversed by both 
the Ohio statute and the Code.’! Lenders, of course, may still police 
the collection practices of borrowers, but the extent and the nature 
of the policing will be a matter of credit policy rather than of legal 
necessity. The wisdom of abolishing the Benedict v. Ratner rule 
has been debated,’? but where notice filing is required most argu- 
ments against such abolition are weakened.’ In any event, Ohio 
in 1941 abolished the rule in part in connection with account re- 
ceivable assignments and in 1951 wholly abolished it in that con- 
nection. The Code in this regard is not an innovation. 

Under the Ohio statute the assignee also has a right superior 
to the assignor’s general creditors in any proceeds collected but not 
yet turned over to the assignee. Such proceeds, however, are not 
regarded as trust funds unless the assignee contracts with the as- 
signor in such fashion as to impose a fiduciary status upon the as- 
signor and further requires an appropriate segregation of the col- 
lected funds. Under the Code a similar fiduciary status may be im- 
posed by contract or a security interest by filed notice may be at- 
tached to the proceeds. Even without such arrangements, under 
the Code a secured party with a perfected security interest in the 
accounts has a claim preferred over the general creditors to the as- 
signor’s cash and bank accounts equal to the cash proceeds col- 
lected by the assignor during the immediately preceding ten days 





68 On10 Gen. Cope § 8509-6(5) and U.C.C. § 9-201. In Brod v. Cincinnati 
Time Recorder, 82 Ohio App. 26, 77 N.E. 2d 293 (1947) the assignor was al- 
lowed to retain as against the assignee payments made to the assignor by a 
bonding company to cover defalcations of the assignor’s collection agent prior 
to the assignment without warranty. Query: whether such payments are 
“proceeds” under either the Ohio statute or the Code. 

69 Onto Gen. Cove § 8509-6(5) and U.C.C. § 9-201. 

70 See note 13, supra. 

71 O10 Gen. Cope § 8509-6b and U.€.C. § 9-205. 

72 Kripke, The Modernization of Commercial Security Under the Uniform 
Commercial Code, 16 Law & Contemp. Pros. 183 (1951) (leads to competition 
between lenders “upon the basis of a competitive debasement of proper col- 
lateral control practices”.) But compare Gilmore, The Secured Transactions 
Article of the Commercial Code, 16 Law & Contemp. Pros. 27, 36 ff. (1951). 

73 Cf. Second Nt. Bank of Houston v. Phillips, 189 F. 2d 115 (5th Cir. 1951). 
See Kripke, The “Secured Transactions” Provisions of the Uniform Com- 
mercial Code, 35 Va. L. Rev. 577, 591-2 (1949). 
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minus any portion of such proceeds already paid to the assignee.”* 
The Code here seems to be unduly generous to the assignee. To 
the extent that the assignee dilutes his contractual control over 
the proceeds, to that extent he should reduce the priority of his 
claim to the proceeds over the claims of the general creditors. The 
Code, however, is less generous to the non-policing assignee than 
was the 1941 Ohio statute which, like the present statutes of many 
states, made the assignor a trustee of the proceeds by statute and 
limited the right of the assignee only by his ability to trace. 

(3) The assignor’s transferees. Where two assignees of the 
same account have each duly filed the statutory notice, under both 
the Code and the Ohio statute, priority as to the unpaid balance 
of the account is given to the first who filed a notice.’5 This per- 
mits a revolving assignment arrangement whereby a line of credit 
is kept open against successive assignments of accounts; a fixed 
total of security is maintained by regular assignment of fresh ac- 
counts to replace those which have been paid. A fixed total loan 
is maintained since the assignee lends back against the new accounts 
the moneys he collected on the old ones. Once the assignee has 
checked the filed notices and determined that his is the earliest 
notice on file, he need not again check the public records as he 
takes each subsequent assignment. No one subsequently filing a 
notice can prevail even if the later one to file has obtained an 
earlier written assignment. In such revolving arrangements, the as- 
signee must be sure, however, that the new assignments precede the 
relending of the collections; otherwise the assignment would be 
for antecedent consideration and possibly a preference.” 

When present assignment of future accounts is possible, such a 
revolving arrangement can become a floating lien.”’ Thus the Ohio 
statute permits the present assignment of future accounts which 
may arise under existing contracts.”* A manufacturer who has con- 


74 Onto Gen. Cone § 8509-6(5) and U.C.C. § 9-306. 

75 Onto Gen. Conve § 8509-6(4) and U.C.C. § 9-312. 

76For a more detailed description of a revolving assignment of accounts 
receivable see Dunham, Inventory and Accounts Receivable Financing, 62 
Harv. L. Rev. 588, 596 (1949). 

77 The term is derived from the English “floating charge”. The Companies 
Act, 1929, 19 and 20 Geo. V, c. 23 § 266 permits a term loan to be secured by 
a lien on existing and after-acquired inventory. The borrower agrees to main- 
tain a minimum ratio of inventory value to loan balance, but may otherwise 
buy for and sell from inventory without restriction. See Dunham, supra, 
p. 595, and discussion of this “sophisticated concept” by Magruder, J., in Man- 
chester Nt. Bank v. Roche, 186 F. 2d 827 (1st Cir. 1951). 

78 The definition in Onto Gen. Cope § 8509-3(1) of an account receivable 
includes “a right to payment which may arise under an existing contract” and 
the design of the statute makes such an account receivable presently assign- 
able. To avoid the bankruptcy preference problem, the assignment papers 
should be drafted so that the transaction will be analyzed as a contempo- 
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tracts (“franchises”) with his dealers may thus pledge to the bank 
as security for a term loan his future accounts receivable from speci- 
fied dealers. He need not assign each invoice as goods are shipped 
nor turn over payments as received.’? The bank for credit control 
would probably want a regular report on dropped dealers, current 
balances, etc., but the law does not require the lender to police his 
loan. Upon default, the bank’s lien would apply to such balances 
as were due from the specified dealers at the time of foreclosure. 
The Code, which does not limit the present assignment of accounts 
only to those which may arise under existing contracts, broadens 
considerably the possible uses of such floating liens. U.C.C. Secs. 
9-204 (2) (c) and (d) and 9-108(2) make it possible for a depart- 
ment store, for example, to give a bank a floating lien on its book 
accounts even though its accounts arise from individual sales to 
customers, who have no contract with the store at the time the 
floating lien is established. The desirability of such enlarged use of 
floating liens has already been discussed. 

If the assignor transfers the proceeds to someone other than 
a good faith purchaser for value of goods or the holder in due 
course of a negotiable instrument, the assignee protected under the 
Ohio statute may recover the proceeds — but a special short statute 
of limitations requires him to undertake such recovery within one 
year after the proceeds are paid by or for the account of debtor.® 
Under the Code, unless insolvency proceedings have been instituted 
against the assignor, the perfected security interest continues in 
identifiable proceeds, but if the proceeds are transferred by the as- 
signor in the ordinary course of business, the assignee will in most 
cases be unable to capture the proceeds.*! Thus, except for the ac- 
celerated statute of limitations, the Code and the Ohio statute grant 
substantially the same rights to the assignee against transferees of 
the proceeds of assigned accounts. 

(4) The assignor’s Bankruptcy Trustee. Under the revised 
Bankruptcy Act Section 60, the trustee in bankruptcy has the same 
status as a lien creditor.*? He, therefore, prevails over an unpro- 





raneous exchange of the initial loan for an immediate assignment of the claims 
which may arise. If the assignment is analyzed as not occurring until the claim 
actually does arise, the transfer is for an antecedent debt. U.C.C. § 9-108 
(2) expressly states the first analysis, which is implicit in the Ohio statute. 
For the danger of establishing a floating lien where the law does not clearly 
permit its use see In re Standard Const. Co. Inc., 92 Fed. Supp. 838 (D.C. N.H. 
1950), aff'd sub nom. Manchester Nat. Bank v. Roche, 186 F. 2d 827 (1st Cir. 
1951). 

79 The retention of collections by the assignor without thereby impairing 
the security interest of the assignee is made possible by the abolition of the 
rule of Benedict v. Ratner. See discussion infra at p. 87. 

80 On10 Gen. Cope § 8509-6(5). 

81U.C.C. §§ 9-306 (4), -307, -308 and -309. 

82 See note 22, supra. 
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tected assignee under the Ohio statute or an unperfected security 
interest under the Code but is subordinated in the event of pro- 
tection or perfection. The difference between the Code and the 
Ohio statute is the Code’s special 10-day rule as to proceeds com- 
pared with tracing under the Ohio statute.® 

(5) The assignor’s debtors. There are no major differences 
between the Code and the Ohio statute in the rights of the account 
debtor whose account has been assigned. Under both, the assignee 
is subject to defenses and claims of the account debtor arising out 
of the contract between him and the assignor and also the defenses 
and claims which accrue before the account debtor receives notice 
that his debt has been assigned.** The Ohio statute makes explicit 
the right of the account debtor to assert “any set-off or defense aris- 
ing from a breach of warranty not discovered until the account 
debtor has received ... (the statutory notice) ... to the extent 
of the balance of the account receivable unpaid when the breach is 
discovered,” and the same rule is adopted by the Code. This is 
an important right for credit purchasers of complex mechanical 
items (automobiles, television sets or refrigerators) or services the 
quality of which cannot be judged until sometime after purchase 
(roof repairs, furnace rebuilding, etc.). Non-payment is often the 
purchaser’s only practicable means of compelling service and re- 
pair, and the assignee is often in a better position to investigate a 
dealer in advance and to compel him to treat the customer fairly. 
The Code recognizes yet another aspect of this problem by in- 
validating agreements by a consumer not to assert claims and de- 
fenses arising out of his purchase.** 

The Code also invalidates prohibitions of assignment by account 
debtors. This would reverse the probable Ohio rule as gleaned from 
a nineteenth century case, but would conform to a current shift 
in general legal thought and current commercial practice.*® The ac- 
count debtor, despite notice of assignment, may under the Code con- 
tinue to make his payments to his origina! creditor until supplied 
with reasonable proof of the assignee’s rights.*” Another innova- 





83 See note 74, supra. 

84 Onto Gen. Cone § 8509-6c and U.C.C. §§ 9-317, 318 (1) (a) and (b). 
The Ohio statute requires that the notice be written and “state the amount 
claimed to be due the protected assignee and identify the transactions from 
which the assigned account receivable arose.” But the account debtor who 
learns of the assignment in some less formal way than the statutory notice 
cannot subject the assignee to any and all payments to or settlements with the 
assignor made thereafter, for the statute provides that the assignee shall be 
subject only to good faith dealings of the account debtor prior to formal notice. 

85 U.C.C. § 9-206 (1). See discussion on p. 86. 

86 Compare U.C.C. § 9-318 (4) and official comments thereto with United 
States Life Ins. Co. v. Hessberg, 27 Ohio St. 393 (1875) and Allhussen v. Caristo 
Const. Co., 303 N.Y. 446, 103 N.E. 2d 891 (1952). 

87 U.C.C. § 9-318 (4). 
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tion in the Code is provision for the amendment of a contract after 
notice has been given of the assignment of money to become due 
under it. The contract may be modified to the extent not completed 
by the assignor and the debtor-to-be if the changes are “made in 
good faith and in accordance with reasonable commercial stand- 
ards.” The assignee acquires corresponding rights under the modi- 
fied contract and, if the assignment so provides, may regard the 
modification as a breach by the assignor.®* This will be a very use- 
ful rule if the device of floating liens becomes more common, and 
the assignee who wishes to avoid it can always so contract with the 
debtor-to-be at the time of the assignment. 


ProcEDURE UPON DEFAULT 


The Ohio statute does not expressly cover the rights of the as- 
signor upon default by the assignee. The Code concisely spells out 
an appropriate procedure. When the assignor defaults, the assignee 
under the Code may notify the account debtors to pay the assignee 
directly even if previously they have been paying the assignor and 
have not known of the assignment.®? If the assignment was with 
partial or full recourse, the assignee must make such collections “in 
a commercially reasonable manner” and may deduct his reasonable 
expenses of collection. Whether the assignor is entitled to a surplus 
or liable for a deficit if there was no express agreement upon the 
point depends upon whether the assignment was to secure a loan 
or was actually a sale.” 


CHATTEL PAPER 


Chattel paper is defined in U.C.C. Sec. 9-105 (1) (b) as “a se- 
curity agreement or lease of a type which is in ordinary course of 
business transferred by delivery with appropriate indorsement or 
assignment. When a transaction is evidenced both by chattel paper 
and by an instrument or a series of instruments, the group of writ- 
ings taken together ,constitutes chattel paper.” The intention is to 
include chattel mortgages, conditional sales agreements, bailment 
leases and any other writings which (a) create liens on personal 
property and (b) are ordinarily transferred by indorsement and 
delivery. The final sentence of the definition makes the law of 
chattel paper assignments rather than the law of negotiable instru- 
ments applicable to the indorsee of a promissory note which arose 
from a transaction where a chattel mortgage or conditional sales 
agreement was also executed. (Note indication of this on Illustra- 
tion “A”). U.C.C. § 9-206 voids an agreement by a buyer of con- 
sumer goods not to assert against assignees defenses and claims 





88U.C.C. § 9-318 (2). 
89U.C.C. § 9-502 (1). 
90U.C.C. § 9-502 (2). 
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arising out of the sale, even if asserted by the holder in due course 
of a negotiable note.” 

These limitations of the traditional status of a holder in due 
course reflect a current trend in case law to deny that status, on 
almost any convenient rationalization, to finance companies or banks 
regularly discounting a dealer’s consumer chattel paper.®? In Ohio, 
for example, a finance company was held liable to a house owner, 
in an action based on alleged conspiracy to defraud, when the court 
concluded that the finance company should have known that its 
assignor as consideration for the making of the assigned notes was 
doing an inferior job of house siding application. In denying the 
finance company the status of a holder in due course the Ohio 
court quoted with approval the headnote of an Arkansas case: 

A finance company which had prepared and delivered 
to an automobile dealer forms of notes and conditional 
sales contracts bearing a printed form of assignment to it- 
self, and which, on the day of the sale of a car by the dealer, 
took an assignment of the sales contract and purchaser’s 
note, is to be regarded as a party to the transaction against 
whom the defense of fraud and misrepresentation may be 
made rather than as an innocent purchaser for value before 
maturity.” 
The rule suggested in the above head note is more strict than Article 
9 of the Code, for that Article does not take the position that a bank 
or finance company regularly discounting a dealer’s paper can never 
for any purpose be a holder in due course of that paper.% In its 
treatment of holders of notes secured by chattel paper arising from 
sales of consumer goods, then, Article 9 would supersede a few 
old Ohio cases which gave such holders the normal rights of in- 
dorsees of negotiable paper®> but would take a middle of the road 





91 If the holder in due course of the note does not attempt to foreclose un- 
der the security agreement or to levy on the collateral, he is not automatically 
subject to the defenses. U.C.C. § 9-206(1). He could, for example, get a 
money judgment and attach the debtor’s wages. 

92 See 152 A.L.R. 1397 (1944). 

93 Davis v. Commercial Credit Corp., 87 Ohio App. 311, 318 (Stark Cty. 
1950). 

%4U.C.C. § 3-302, which defines “holder in due course” in the Article cov- 
ering Commercial Paper, requires not only good faith but “observance of 
the reasonable commercial standards of any business in which the holder 
may be engaged” and lack of notice “of any defense against .. . it.” U.C.C. 
§ 1-201 (25) (c) states that a person has notice of a fact when “from all the 
facts and circumstances known to him at the time in question he has reason 
to know it exists”. So a bank or finance company regularly discounting paper 
of an unsatisfactory dealer might become subject to defenses wholly apart from 
Article 9. 

95 See, e.g. Springfield Loan Co. v. Nat. Guarantee & Finance Co., 30 Ohio 
L. Abs. 582; (1939); Dennis v. Rotter, 43 Ohio App. 330 (1932); and Gates v. 
Merchant’s Banking & Storage Co., 11 Ohio C.D. 721, 22 Ohio C.C.R. 724 (1901). 
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position in what appears to be the current trend in Ohio case law 
and the case law of other states. 

There is a similar current trend in the case law to void clauses 
in consumer goods purchase agreements which waive or cut off 
against an assignee of chattel paper defenses such as breach of 
warranty and failure to carry out service agreements.*® Thus the 
sixth circuit Court of Appeals voided a broad waiver as being 
against public policy, relying not on applicable state law but on 
“the established law merchant.”?? The Code again, then, would 
merely codify a trend in judicial opinion which Ohio would prob- 
ably recognize in any event. 

These code provisions have been vigorously criticized on 
grounds of logic and policy,®* but, as a practical matter, neither the 
negotiable note nor the waiver and cut-off clause is of much im- 
portance in financing consumer transactions. Field interviews have 
established that the larger finance companies as a rule either do 
not now use these provisions in their standard forms, or, if the 
standard forms do contain such provisions, the companies seldom 
try to invoke the rights which the Code, if adopted, would deny 
them. Typically the bank or finance company tries to get the 
assignor-dealer to make good on his promises to the consumer or 
else charges such losses to the dealer’s “reserve,” a fund with- 
held from the initial financing for various contingent charges.% 

We now turn to the transfer of chattel paper. Neither the pres- 
ent Ohio chattel mortgage statute nor the present Ohio condi- 
tional sales statute contains any provision covering the assignment 
of chattel paper,'! and there is very little Ohio case law on the 
subject. It has been established that the rights of a chattel mort- 
gagee can be transferred,!°! that an assignment of chattel paper 
is not itself required to be filed or recorded,'*? and that an assignee 
of a conditional sales contract is subject to the refund provisions 
of the conditional sales statute.!° 


96 Gilmore, The Secured Transactions Article of the Commercial Code, 16 
Law & Contemp. Pros. 27, 46 (1951). 

97 Equipment Acceptance Corp. v. Arwood Can Mfg. Co., 117 F. 2d 442 
(6th Cir. 1941). 

98 Kripke, Chattel Paper as a Negotiable Specialty Under The Uniform 
Commercial Code, 59 Yate L.J. 1209, 1214 ff. (1950). 

99 Kripke, supra, 1216; Note — Negotiability of Conditional Sales Contracts, 
57 Yate L.J. 1414, 1418 (1948). 

100 Except that a chattel mortgage which has been recorded (because it 
covers land and chattels) may be assigned in the same manner as a real estate 
mortgage. Onto Gen. Cone § 8563. 

101 Johnson v. Thayer, 53 Ohio App. 25, 4 N.E. 2d 172 (1936); Frey v. Mac- 
Wilson, 39 Ohio App. 158, 177 N.E. 232 (1931). 

102 Nathan Rosenblum & Co. v. C. U. Hill & Co., 27 Ohio L. Abs. 403, 405 
(7th Dist. App. Mahoning County 1938). 

103 Yurcisin v. Commercial Credit Co., 67 Ohio App. 513 (1941). 
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There was no comprehensive treatment of the problem, how- 
ever, until the 1951 Accounts Receivable Statute included in its 
definition of an account receivable any account evidenced by un- 
filed chattel mortgages and unfiled conditional sales agreements.! 
Thus chattel paper not of public record (which comprises the great 
majority of all chattel paper arising in the sale of consumer 
goods) '!°5 came under the notice filing requirements already dis- 
cussed in this paper as the exclusive way in which a security in- 
terest could be perfected. But the transfer of accounts evidenced 
by filed chattel mortgages and filed conditional sales agreements 
remains covered by only the fragmentary legal rules discussed 
above. 

The Uniform Commercial Code establishes a comprehensive 
scheme for the assignment of all chattel paper. First of all, it recog- 
nizes that existing commercial practice is to transfer chattel paper 
by delivery of possession, but it also recognizes a security interest 
which can be perfected by filing without transfer of possession.!° 
Thus the Code provides for the many assignors (especially those 
who do not notify their debtors of the assignment and who collect 
the installment proceeds) for whom it is not convenient to trans- 
fer the chattel paper, by providing that notice filing shall perfect 
a security interest in chattel paper left in the possession of the 
assignor. Such perfection, however, will not prevail against, a pur- 
chaser for new value who takes possession.!°° By stamping a 
notice of assignment on‘ the chattel paper left in the possession of 
the assignor, the assignee can prevent a purchaser from gaining 
this preferred position since any purchaser would necessarily learn 
from such stamp that the chattel paper had been previously as- 
signed, and U.C.C. Sec. 9-308 gives the purchaser for new value a 
preferred position only if he “does not have actual knowledge that 
the specific chattel paper is subject to a security interest.” These 
provisions for perfection by possession come closer to existing com- 
mercial practice and expectation of legal result than does the pres- 
ent Ohio Statute as is shown by the fact that the Ohio statute’s 
provisions governing unfiled chattel paper have thus far been 
largely ignored. 


SUMMARY AND CONCLUSION 


Account receivable and chattel paper financing has become, 
in terms of dollar volume and yet more in terms of number of 





104 Onto Gen. Cove § 8509-3(1) (b) (3). 

105 Most small loan companies and credit stores regard the saving of the 
Recorder’s fee as an ample reserve for the occasional loss due to dishonesty 
or bankruptcy of the individual borrower or customers. But cf. note supra. 

106 See Onto Gen. Cone § 8509-4 and -6(1). 

107U.C.C. § 9-305(1). 

108 U.C.C. § 9-308. 
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transactions, a major source of commercial and industrial borrow- 
ing.!°° Ohio was one of the first states to provide a legal frame- 
work for such financing and, except for filed chattel paper, it al- 
ready has legislated a legal pattern which overall is about the 
same as the legal pattern in Article 9 of the Uniform Commercial 
Code. The Code’s provisions covering security interests in ac- 
counts, contract rights, and chattel paper, however, (a) are inte- 
grated into the provisions covering security interests in documents, 
instruments, and goods, and (b) have been adopted by Pennsyl- 
vania and will be adopted by many other states. This uniformity 
between types of security interests and between the laws of the 
several states is of sufficient importance to justify substituting the 
Code for the present Ohio law. 

On a policy level, the principal objection to Article 9 is that 
by facilitating current asset financing the legislature may dis- 
courage trade suppliers from offering generous credit terms. Since 
it is smaller businesses in particular which typically use trade 
credit from their suppliers as a primary source of outside capital,!!° 
the objection is sometimes carried further to a statement that the 
modernization of chattel security law will aid banks, finance com- 
panies, and big business at the expense of small companies. 

The Code’s draftsmen are not economists enough to trace the 
ultimate economic impact of their proposals — indeed, one of the 
draftsmen has suggested that not even the professional economists 
are economists enough for that.'!! But extreme predictions of 
various forms of disaster were also made in 1941 when the pioneer 
Ohio Assignment of Accounts Receivable Statute was passed, and 
all that has actually happened is that lower cost financing has 
gradually become available to those companies which need credit 
and can offer accounts receivable as collateral. Compared to this 
accounts receivable financing now available, trade credit through 
the loss of cash discounts on purchases is very expensive financ- 
ing.!!2 Perhaps the economic cost of distribution will be less if it 
is financed by secured borrowing on inventory and accounts 
rather than by undiscounted invoices for purchases. In any event, 





109 An economic history of accounts receivable financing will be found in 
Sauliner & Jacobs, Accounts Receivable Financing, National Bureau of Eco- 
nomic Research (1943). The commercial and financial aspects, with case il- 
lustrations, are considered in Silbert, Financing and Factoring Accounts Re- 
ceivable, 30 Harv. Bustness Rev. 39 (1952). 

110 Kripke, Current Assets Financing As a Source of Long-Term Capital, 
36 Minn. L. Rev. 506, 507 (1952). 

111 Gilmore, The Secured Transactions Article of the Commercial Code, 
116 Law & Contemp. Pros. 27 (1951). 

112 Losing a “2/10 net 30” cash discount means paying 2% for 20 days use 
of the money or a per annum interest rate of 3642%. 
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that economic puzzle is not an issue in evaluating Article 9, for 
we do not face the choice of permitting or forbidding borrowing 
on current assets. Our choice is whether such borrowing, which 
has grown enormously during the twentieth century and which is 
still growing, shall be carried on under the law of the twentieth 
century or under the law of the preceding century. 

One might agree with all we have just said as to policy and 
still fee] that the form and the substance of each section of Article 
9 should be reviewed with an eye to tailoring the Article more 
closely to Ohio practices and precedents and, possibly, to im- 
proving on the style of the draftsmen. We have suggested that 
changes might be desirable in connection with the coverage of 
claims against the Federal Government and with the filing pro- 
visions. But Article 9 is an interrelated and complex statute; 
wholly unexpected consequences may ensue from seemingly minor 
changes in the key sections. Amendments to the Article, there- 
fore, should be carefully drafted well in advance of the legisla- 
tive session and should be reviewed by experts on the Code. Then 
every effort should be made to persuade the legislature to do no 
hasty tinkering. 

Only for very good reasons should any change be made in the 
official text. Judge Goodrich, director of the American Law In- 
stitute, has pretty well stated the case for Article 9 in stating the 
case for the entire Code: 

All matters contained in the Code will not be satis- 
factory to all as a matter of substance. Many matters ex- 
pressed in text or commentary will not be satisfactory to 
some. After all, a man who can write, if he has any pride 
of authorship, likes his own form of expression best. 

But we think that the Code itself represents the sum 
total of an immense amount of time and thought from a 
great many people well informed in both the business and 
the legal sides of the fields covered by the Code. 

We hope it will perform a public service worthy of 
the effort which has gone into it.!!5 





113 Foreword to Official Draft, Text and Comments Edition (1952) 
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Conflict of Laws — Substantive Law Applied In 
Multistate Libel Cases 


I. INTRODUCTION 


This paper deals with the question of which substantive law 
is to be applied in cases in which a multistate publication of de- 
famatory matter is alleged. It must be recognized that there are two 
distinct steps which must be taken to solve such a case under ex- 
isting law. These are considered under the headings of “single pub- 
lication rule” and “choice of law” in that order. 


II. SrncLte PusiicaTIon RuLE 


Under the common law, each publication of libellous matter 
gave rise to a separate cause of action.! In England, such a principle 
did not create a hardship upon the courts because of the existence 
of a single body of law. The application of the same principle in 
this country, however, results in the dilemma that, if there is a 
publication in a number of states, separate torts exist in each, so 
that, presumably, the substantive law of each state must be applied 
as to the causes of action existing there.” 

The practical difficulty of applying several bodies of law in 
one case, or, in the alternative, of requiring separate law suits in 
all of the states in which there was a publication, has led many 
courts to adopt the “single publication rule,” which provides that 
a series of publications of the same matter create only one cause 
of action.* A number of states, however, still adhere to the common 
law rule.* The problem is recognized by Judge Learned Hand in 
Mattox v. News Syndicate Co.,5 where he states: 

We assume that in any event a plaintiff must recover in 

one action all his damages for all the publications, wher- 

ever made; but, if the publication in each state is a separate 
wrong, the extent of the liability may vary in the separate 
jurisdictions: for instance, in the case at bar the law of 

New York may differ from that of Virginia. It would cer- 


tainly be an unworkable procedure to tell a jury that they 
should award damages, so far as they were suffered in 


1 Duke of Brunswick v. Harmer, 14 Q.B. 185, 117 Eng. Rep. 72 (1849). 

2 See Hartmann v. Time, Inc., 166 F. 2d 127 (3rd Cir. 1947), cert. den. 334 
U.S. 838. 

3 Age-Herald Pub. Co. v. Huddleston, 207 Ala. 40, 92 So. 193, 37 A.L.R. 
898 (1921); Stephenson v. Triangle Publications, Inc., 104 F. Supp. 215 (S.D. 
Tex. 1952); Wolfson v. Syracuse Newspapers, 254 App. Div. 211, 4 N.Y.S. 2d 
640 (1938). 

4 See Hartmann v. American News Co., 69 F. Supp. 736 (W.D. Wis. 1947); 
Barry v. Kirkland, 149 Neb. 839, 32 N.W. 2d 757 (1948). 

5176 F. 2d 897 (2d Cir. 1949), cert. den. 338 U.S. 858. 
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state X, according to one measure, and, so far as they were 
suffered in state Y, according to another. 
Due to the hesitance of some courts to adopt the single publi- 


cation rule by decision, there has been a call for legislative action, 
either by uniform act or act of Congress, to alleviate the problem.® 
In response, the National Conference of Commissioners on Uniform 
State Laws has drafted the Uniform Single Publication Act.’ Sec- 
tion one of the act provides: 


SECTION I. No person shall have more than one cause 
of action for damages for libel or slander or invasion of 
privacy or any other tort founded upon any single publi- 
cation or exhibition or utterance, such as any one edition 
of a newspaper or book or magazine or any one presenta- 
tion to an audience or any one broadcast over radio or tele- 
vision or any one exhibition of a motion picture. Recovery 
in any action shall include all damages for any such tort 
suffered by the plaintiff in all jurisdictions. 
As stated by the drafters in the prefatory note, “The intention 


is to adopt the [single publication] rule as it has been developed 
at common law in the states which have accepted it.” There is seri- 
ous doubt whether the uniform act will accomplish this purpose, 
due to the language employed. The drafters state that one “edition,” 
“presentation to an audience,” or “broadcast” shall result in a single 
cause of action. If these words are given their ordinary meanings, 
the act does not adopt the rule as developed by the courts, but, 
rather, restricts it to one event in time, such as a single presentation 
of a play or movie. A series of performances, radio or television 
transcriptions, or late editions of a newspaper or magazine might 
well give rise to separate causes of action. 

On the other hand, if the courts should construe the statute 
liberally, with a view toward effectuating its stated purpose, its 
adoption would provide a greatly needed tool for the solution of 
choice of law cases in this field. 

A failure to adopt the single publication rule can be expected 
to lead to the unsatisfactory conclusion reached by the court in 
Hartmann v. Time, Inc.® The holding in that case was that, as to 
those states in which the rule has been adopted, one law can be 
applied, but as to those which adhere to the common law doctrine, 
the law of each must be applied to determine substantive issues. 


III. Cuorce or Law 


A solution of the problem as to whether a multistate libel 
creates one or many causes of action serves merely to introduce 
the choice of law problem which is involved. Assuming that all of 


660 Harv. L. Rev. 941 (1947); 61 Harv. L. Rev. 1460 (1948); 32 Munn. L. 
Rev. 734 (1948). 

7 Approved and recommended for enactment in September, 1952. 

8 Supra, note 2. 
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the states in which a publication was made have adopted, by de- 
cision or statute, the single publication rule, the question arises 
as to which law should be applied to determine the substantive is- 
sues in the case. It is on this point that the courts have created 
the greatest confusion.® 

It is generally accepted that the law of the place of injury is 
applied to the substantive issues in a tort action.’° The difficulty 
encountered by the courts is the application of this test. In an at- 
tempt to apply it, they have arrived at a number of criteria for 
determining which body of law controls. These are set out below 
with a criticism of each. 


(1) Susstantive Law or THE Forum 


Forum law has been applied in a great number of cases in- 
volving a multistate libel, with varying degrees of justification. 

In some cases, the allegation of publication has been restricted 
to the state in which the proceeding is being prosecuted,'! so that 
regardless whether there was in fact a national publication, the 
court is restricted to forum law. 

In other cases, the matter upon which an appeal is grounded 
is a procedural one, going only to the remedy and not to the right 
involved, so that an application of local law is justified.1* 

Also, it is apparent that in some cases the choice of law prob- 
lem has not occurred to the parties so that forum law was applied 
automatically.’ 

At least one court has knowingly applied the substantive law 
of the forum, in a case in which there was a national publication."* 
Little justification can be offered for an application of forum law 
in view of the feeling of the courts that the place where suit is 
brought should not affect the outcome of the case. The only basis 
upon which such an approach has been justified is that the avail- 
able alternatives result in insurmountable practical difficulties in 
presenting the case to a jury, whereas, using this approach, the 
court can accurately charge the jury on the law in the case.!5 The 
obvious answer to this line of reasoning is that the courts do not 
normally react to an argument of expediency in disregard of sub- 





¥For a criticism of the approaches taken by the courts, see 32 Minn. L. 
Rev. 734 (1948); 60 Harv. L. Rev. 941 (1947). 

10 Keeler v. Fred T. Ley & Co., 65 F. 2d 499 (1st Cir. 1933); 15 C.J.S. 899. 

11 Wright v. R.K.O. Radio Pictures, Inc., 55 F. Supp. 639 (D. Mass. 1944); 
Sweeney v. Philadelphia Record Co., 126 F. 2d 58 (3rd Cir. 1942). 

12 Kilian v. Stackpole Sons, Inc., 98 F. Supp. 500 (M.D. Pa. 1951); McGlue 
v. Weekly Publications, Inc., 63 F. Supp. 744 (D. Mass. 1946). 

13 Spanel v. Pegler, 160 F. 2d 619 (7th Cir. 1947); Baker v. Haldeman- 
Julius, 149 Kan. 560, 88 P. 2d 1065 (1939). 

14Curley v. Curtis Pub. Co., 48 F. Supp. 29 (D. Mass. 1942). 

15 Ibid. 
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stantive considerations.!* 


(2) Puace or THE DEFENDANT'S ACT 


Although several writers suggest that this is a criterion for 
determining the law to be applied,!” they cite no cases in which it 
has been applied, and none have been observed. It is doubtful that 
any cases will be found, due to the inherent problems involved. As 
a practical difficulty, the court would have the situation in which 
the defendant’s acts took place in more than one state, as in the 
Hartmann case.’* Another problem lies in the possibility that such 
a doctrine would encourage the migration of persons most sus- 
ceptible to libel suits to states having protective laws, thus defeat- 
ing the general policies of the law. 


(3) Piace or First PuBLicaTION 


Under general tort law, a cause of action for libel arises upon 
the publication of the defamatory matter.!® Since it is not necessary 
to prove damages if the words are libellous per se,”° the cause of 
action is complete upon the first publication. Using this line of 
reasoning, it has been held that the law of the state in which the 
first publication is made should be applied to the substantive is- 
sues in the case.”! In theory, this conclusion follows logically and 
should be an answer to the problem. It, too, however, has practical 
difficulties. 

One difficulty is the- determination, in the event of a simul- 
taneous or near simultaneous publication in several states, of the 
state in which the first publication was made. Another, raised in 
the previous section, is the fact that the libel-conscious publisher 
could pick the state in which to make his first publication, so as to 
be held accountable under the most beneficial law. 


(4) Prace WHERE THE PLAINTIFF IS ACTUALLY DAMAGED 

In Mattox v. News Syndicate, Inc.,? the complaint alleged, 
inter alia, that the plaintiff was a resident of Virginia and that 
libellous matter had been published about her by the defendant 


16 See Howser v. Pearson, 95 F. Supp. 936 (D.C. 1951). 

17 See 60 Harv. L. Rev. 941 (1947); 32 Minn. L. Rev. 734 (1948), citing 
Hancock, Torts In THE ConFiicr oF Laws 252 (1942) and Cook, LOGICAL AND 
LzcaL BaASEs OF THE ConFLicT oF Laws 315-18 (1942). 

18 Supra, note 2. 

19 Albi v. Street & Smith Publications, 140 F. 2d 310 (9th Cir. 1944); 
Sarkees v. Warner-West Corp., 349 Pa. 365, 37 Atl. 2d 544 (1944). 

20 Washington Times Co. v. Bonner, 86 F. 2d 836, 110 A.L.R. 393 (D.C. App. 
1937); Ilitzky v. Goodman, 57 Ariz. 216, 112 P. 2d 860 (1941). 

21 Sweeney v. Phila. Record Co., 126 F. 2d 53 (3rd Cir. 1942); Banks v. 
King Features Syndicate, Inc., 30 F. Supp. 352 (S.D.N.Y. 1939); see RmesTaTe- 
MENT, CONFLICT OF LAWS § 377. 

22 Supra, note 5. 
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in a New York newspaper. The court, recognizing that the plaintiff 
was not known outside her home state, took a realistic approach 
toward the choice of law problem and held that, since the plaintiff 
was damaged only in Virginia, the law of that state would be ap- 
plied. 

A similar decision was handed down in the case of Caldwell 
v. Crowell-Collier Pub. Co.,?* in which the court said, “Publication 
is averred in Florida and throughout the United States, but the 
injury must have occurred mainly in Florida where the plaintiff re- 
sides and holds office, and the law of Florida is principally to be 
regarded.” 

There is much to be said for this line of reasoning. It recog- 
nizes the strong contact which the state of actual injury has with 
the transaction, and it is not subject to many of the criticisms made 
previously, to the effect that either the plaintiff or the defendant 
can decide which law is to be applied by choosing a forum. One 
shortcoming is that, in the case of a nationally known figure, the 
plaintiff will suffer actual damage in several states, so that no one 
of them would be more related to the transaction than the others. 

One court which has passed upon this theory rejected it in 
favor of the application of the law of each state in which a publi- 
cation occurred.** 


(5) Eacu Piace or PuBLIcATION 

This is the result which follows from the common law doctrine 
that each publication results in a separate tort. Some courts, re- 
fusing to recognize the existence of a single cause of action for 
libel, have held that the law of each state must be applied to de- 
termine liability for a publication occurring in that state.*° In How- 
ser v. Pearson, the court recognized that such a holding would re- 
sult in practical difficulties, but it stated that it is the responsibility 
of the trial judge to devise proper means for the submission of 
issues to the jury.”* The objections to this approach were considered 
under the heading of the single publication rule, so that repetition 
here is not necessary. 


(6) Piace or Principat CIRCULATION 
The same considerations which led the court in the Mattox 
case?’ to decide that the law of the state where the plaintiff was 
actually damaged should be applied are persuasive here, to a limit- 
ed degree. If the plaintiff is a nationally known figure, his real 





23161 F. 26 333 (5th Cir. 1947), cert. den. 332 U.S. 766. 

24 Howser v. Pearson, supra, note 16. 

25 Hartmann v. Time, Inc., supra, note 2; Howser v. Pearson, supra, note 16. 

26 Supra, note 16. In that case, a special verdict was called for, and sep- 
arate questions were propounded by the judge. 

27 Supra, note 5. 
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damage might conceivably lie in the state in which the greatest 
publication is made. In the case of a person who is not known out- 
side one state this approach would have no merit, and would be 
subject to the added criticism that its adoption would tend to cause 
the law of New York to be applied in all states in this type of liti- 
gation, due to the large population. Some resistance could be ex- 
pected from the courts of other states. 

No cases are found which follow this view. The law review 
writer who suggested it?® cites one case as authority, but that case 
does not deal with the choice of law problem.”® Nevertheless, it is 
felt that there may be substantial reasons for considering the law 
of the place of principal circulation in a proper case. 


(7) Piurauiry or States HAVING THE SAME LAw 


As in the previous situation, there is no court support for this 
proposition. The theory is that, faced with a difference in sub- 
stantive law among the states in which a publication occurred, a 
court would count the number of states following each particular 
theory of law, and choose the one followed by the largest number 
of states as the law to be applied in the case. The mere statement of 
the concept demonstrates its absurdity. Not only would the court 
have to determine the law of each state, but it would have to 
classify them, so far as it would be possible, to be able to enumerate 
each class. The most ludicrous result would arise in the event of 
a tie. ; 

The author who suggests the plurality principle states that it 
would “only add to confusion.”*° The one case cited by that author 
on the point did not adopt the rule, but, instead, held that the law 
of each state would be applied.*! 

This survey of methods of approach to the conflict of laws 
problem has been made to demonstrate that no one of them, stand- 
ing alone, is a complete answer. In each instance, there is some un- 
desirable result which would follow from a general application of 
the rule. 

We are driven, then, to the conclusion that there should be 
an attempt to apply, not just one rule for every situation, but a 
separate set of rules for each type of situation, or, in the alterna- 
tive, some formula which would combine those meaningful rules 
in such a manner that the law to be applied in each case would 





28 Ludwig, “Peace of Mind” in 48 Pieces vs. Uniform Right of Privacy, 32 
Minn. L. Rev. 734, 762 (1948). 

29 Palmer v. Mahin, 120 Fed. 737 (8th Cir. 1903). The court stated that the 
extent of the circulation of the newspaper was admissable in evidence to show 
the amount of the plaintiff's damage. 

30 Ludwig, op. cit., note 30. 

31 O'Reilly v. Curtis Pub. Co., 31 F. Supp. 364 (D.C. Mass. 1940). 
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be readily ascertainabie, and, at the same time, subservient to 
conflict of laws principles. It is believed that there is such a formula. 

The court, in Dale System v. General Teleradio,** dealt with 
the problem at some length, and concluded that the law of the state 
having a “grouping of the dominant contacts” should be applied. 
The contacts which were considered by the court were: (1) Sub- 
stantive law of the forum; (2) Place of last event (first publica- 
tion); (3) Point of origination; (4) State of principal circulation; 
and (5) Domicil of the plaintiff.4* The conclusion reached was that, 
since at least three of these (numbers (1), (3), and (4) ), and 
possibly all five, pointed to the law of New York, the law of that 
state would be applied. 

While the court is to be commended for taking a long step in 
the proper direction, its approach is subject to criticism, in that 
there was no attempt to analyze the contacts to determine which 
ones were actually meaningful, nor was there any recognition that 
some contacts should have greater significance than others. More 
simply, the court’s analysis was quantitative rather than qualitative. 

Further analysis, it is believed, would have revealed to the 
court that some of the contacts it mentioned, and others which it 
did not mention, have no real significance in choice of law prob- 
lems, and should not be considered. The first of these is the sub- 
stantive law of the forum. To apply it as having substantive mean- 
ing is to ignore conflict of laws principles.** The same can be said 
for the law of the place of the defendant’s act, or the point of 
origination, which permit the defendant to choose the applicable 
law. Prior consideration has also eliminated the use of the law of 
each individual state, or the law of a plurality of the states. 

Thus, it is seen that only three meaningful contacts exist. 
These are: 

(1) Place of the first publication (last event), on the ground 
that it is the place at which a cause of action first arises; 

(2) Place where the plaintiff is actually damaged (residence), 
on the ground that the real wrong exists there; and 

(3) Place of principal circulation, on the ground that, in cer- 
tain cases, it is where the greatest actual injury is incurred. 

In the application of these three contacts, a formula may be 
employed which, it is believed, results in the application, with 
comparative ease and certainty, of the body of law having the most 
significant connection in each case, and prevents either the plaintiff 
or the defendant from controlling which law is to be utilized. 





32105 F. Supp. 745 (S.D.N.Y. 1952). 

33 These are the contacts mentioned by Professor Ludwig in 32 Munn. L. 
Rev. 734 (1948). 

34A basic tenet of conflict of laws is that no person should be able to 
decide which law is to be applied in his case by choosing a forum. 
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We begin with the proposition that the law of the state of first 
publication will be applied, on the last event theory. However, if 
there is a showing that there was a publication in a state in which 
the plaintiff is actually damaged (in most cases, the state of resi- 
dence), that law will be applied. The final step is that, in the event 
the plaintiff incurred actual damage in a number of states (celebrity 
cases, usually), the law of the state in which the principal circul- 
ation occurred will be applied. 

Hence, using the numbers of the three contacts, (1) is applied 
unless (2) occurs, in which event it is applied, except that if several 
states are included in number (2), (3) applies. 

It will be seen that the application of this formula does not 
result in a great hardship upon the court. Furthermore, in each 
case, the law which is applied will be utilized because it has the 
strongest substantive connection with the transaction. Additional 
justification for the application of the formula is found in the fact 
that, regardless of where the plaintiff sues, or where the defendant 
chooses to do business, the same law will be applied. The formula 
also lessens the defendant’s ability to control the law to be applied 
by choosing his place of first publication, due to the application of 
the law of other states if there is a publication in another state in 
which the plaintiff is known. It is admitted that in the case of a 
national celebrity libeled in a national publication, New York law 
is indicated, but no apology is called for because it is reasonable 
to believe that the greatest damage would be incurred there, so 
that New York would have the most substantive relation with the 
matter. 


CoNCLUSION 
The least which might be said for the outlined approach is 
that it is more desirable than the present attitude of the courts. 
Its adoption, or the adoption of a similar approach, would aid im- 
mensely in the solution of choice of law problems in multi-state 
tort cases and allied fields. 
Paul M. Smart 








Recent Decisions 


FEDERAL Courts — DIVERSITY JURISDICTION — EFFECT OF STATE LAW 


An administrator brought a wrongful death action in a federal 
court in Illinois, where the jurisdiction was based on diversity of 
citizenship, death having occurred in Utah. The district court dis- 
missed the action, ruling that the federal court was bound by an 
Illinois statute which provided that no action could be brought in 
that state for death occurring outside Illinois if service of process 
could be had in the state in which death occurred, and distinguish- 
ing the Illinois statute from the Wisconsin statute held violative 
of the full faith and credit clause in Hughes v. Fetter, 341 U.S. 609 
(1951), on the grounds that the Illinois statute permitted the action 
if service could not be had in the state where death occurred while 
the Wisconsin statute precluded all foreign wrongful death actions. 
The Court of Appeals affirmed, First National Bank of Chicago v. 
United Air Lines, 190 F 2d 493 (7th Cir. 1951). On appeal to the 
United States Supreme Court, held, reversed. Permitting an action 
if service of process cannot be had on the defendant in the state 
where the injury resulting in death occurred does not free the 
statute of its contravention of the full faith and credit clause of the 
United States Constitution and the holding of the Hughes case, 
supra, must be applied. First National Bank of Chicago v. United 
Air Lines, 342 U.S. 396 (1952). 

In the principal case the Court based its decision squarely on 
Hughes v. Fetter, supra. A state may refuse to entertain a cause 
of action created by the law of another state only if the cause of 
action is contrary to the public policy of the refusing state. This 
does not prevent the state from applying the doctrine of forum 
non conveniens in individual cases. But apparently this doctrine 
may be invoked only by the court on the particular merits of the 
individual case and may not be invoked by the legislature to apply 
to a class of cases regardless of the particluar merits. There must 
be, rather, some reason to invoke the doctrine in the instant case 
other than the fact that it falls within a certain class of actions. 

In deciding the principal case, the Court refused to meet 
squarely the issue of whether the federal courts would be bound 
by this Illinois statute, if it were constitutional, on the grounds that 
since the statute is unconstitutional, it was not necessary. In a 
vigorous concurring opinion, however, Mr. Justice Jackson stated 
that federal courts are not bound by the law of the state in which 
they are sitting on questions of subject matter jurisdiction. There 
have been no Supreme Court decisions on this precise point, but 
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the doctrine of Erie v. Tompkins, 304 U.S. 64 (1938), has been ex- 
tended so far that the Court of Appeals seems justified in deciding 
that federal courts are so bound. First National Bank of Chicago v. 
United Air Lines, 190 F. 2d 493 (7th Cir. 1951), Trust Co. of Chi- 
cago v. Pennsylvania Railway Co., 183 F. 2d 640 (7th Cir. 1950), 
Munch v. United Air Lines, 184 F. 2d 630 (7th Cir. 1950). All of 
these cases relied on Wood v. Interstate Realty Co., 337 U.S. 535 
(1949), in which the Supreme Court stated that a federal court is 
just another court of the state in which it sits and is bound by the 
laws of that state on questions of the use of the courts. In these, 
as well as the Hughes case, supra, and the principal case, the court 
is troubled by discrimination against citizen plaintiffs within a state 
if different rules prevail in state and federal courts in diversity 
cases. Non-citizen plaintiffs would be permitted an action in the 
state while citizens, denied access to the federal courts because of 
lack of diversity of citizenship, would have no action. The philoso- 
phy emanating from the Erie case seems to be bent to prevent this 
type of discrimination in all cases. Since the Erie case decided that 
there is no federal common law and that the federal courts under 
the Rules of Decision Act, 28 U.S.C. 1652, must follow the law of 
the state where applicable, there have been numerous decisions 
declaring specific subjects to be covered by the act. The Court has 
held that federal courts in diversity cases are bound by state law 
on questions of burden of proof, Cities Service Co. v. Dunlap, 308 
U.S. 208 (1939), Palmer v. Hoffman, 318 U.S. 109, 117 (1943), ac- 
crual of the cause of action, West v. American Tel. and Tel. Co., 
311 U.S. 223 (1940), conflicts of laws, Klaxon v. Stentor Co., 313 
U.S. 487 (1941), statutes of limitations, Guaranty Trust Co. v. 
York, 326 U.S. 99 (1945), and limitations on who may use the 
courts, Angel v. Bullington, 330 U.S. 183 (1947), Wood v. Inter- 
state Realty Co., supra. The Court of Appeals has interpreted this 
to mean that the federal courts must derive their subject matter 
jurisdiction in diversity cases from the state in which they are 
sitting regardless of where the cause of action arose. Trust Co. of 
Chicago v. Pennsylvania Railway Co., supra. However, in only two 
of the above cases, the Palmer case, supra, and the Klazxon case, 
supra, and the Erie case itself, did the cause of action arise outside 
the state in which the federal court was sitting. 


Mr. Justice Jackson points out that the trend of these decisions 
seems to be that a federal court must go through the onerous task 
of sifting the law of the state in which the cause of action arose 
through the sieve of the state in which it is sitting, while Congress 
has provided for the jurisdiction of federal courts in diversity 
cases, 28 U.S.C. § 1332 (a), so that a petitioner enters the federal 
court by the grace of the law of the United States and not by the 
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grace of the laws of Illinois, or any other state. First National Bank 
of Chicago v. United Air Lines, supra, at 399. The Court seems to 
be reading the Rules of Decision Act, supra, as if it read “the laws 
of the state in which the court is sitting” rather than “the laws of 
the several states.” The Court took no such circuitous route in the 
Erie case. There, although the court was sitting in New York, it 
went directly to the law of Pennsylvania without using New York 
eyes. In its anxiety over the possible evil of discrimination in hav- 
ing two separate and distinct systems of justice within a state, the 
Court has gotten itself tangled at the brink of a position that a 
federal court must derive its subject matter jurisdiction from the 
state in which it is sitting. It would seem that the cause of action is 
created by the state wherein it arose and that the federal court 
should look to the state to find a cause of action upon which to 
base subject matter jurisdiction. 

A possible solution might be found by regarding the federal 
court as having subject matter jurisdiction, but the question of 
proper venue being decided by the law of the state in which the 
court is sitting. Then the court could say to the plaintiff, “Although 
you have a cause of action of which a federal court has jurisdiction, 
under state law, you have brought your action in the wrong venue 
—in the wrong federal court.” Then the court could transfer the 
case to the proper venue under 28 U.S.C. § 1404 (a), upon applica- 
tion. This would remove some of the uncertainty and ambiguity and 
at the same time would allay the discrimination that the Court is 
seeking to prevent. If the entire problem is regarded as one of 
forum non conveniens with the legislature powerless to lay down 
a blanket policy but with federal courts bound by the forum non 
conveniens policy of the state, the problem seems to resolve itself 
to one upon which agreement and understanding can be reached. 

Alba Whiteside 


FEDERAL CouRTS — JURISDICTION FOR MULTISTATE CORPORATIONS 


Plaintiff, a citizen of Massachusetts, brought an action for in- 
juries sustained in Vermont against the defendant corporation in 
the federal district court for Massachusetts, alleging the corpora- 
tion to be organized under the laws of New York. Defendant de- 
nied diversity jurisdiction, claiming to be a corporation organized 
under the laws of Massachusetts. The district court found that the 
defendant was incorporated as a domestic corporation both in New 
York and Massachusetts and sustained the motion to dismiss for 
lack of jurisdiction in conformity with precedents in its circuit. 
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On appeal to the United States Court of Appeals for the First 
Circuit, Held, affirmed. A corporation incorporated as a domestic 
corporation in two or more states must be regarded in each state 
of its incorporation as solely domesticated therein for jurisdic- 
tional purposes. Seavey v. Boston & Maine R. R., 197 F.2d 485 
(1st Cir. 1952). 


The principal case is in direct conflict with Gavin v. Hudson & 
Manhattan R. R., 185 F.2d 104 (3rd Cir. 1950), and produces an 
inter-circuit divergence in an already confused field. The juris- 
dictional problem mainly arises when railroads are parties because 
of their early corporate founding either by special act or by merger 
and consolidation, resulting in a non-descriptive legal entity hav- 
ing several states as a domicile. See Comment, 46 Yate L. J. 1370 
(1937). 

In early history, a suit by or against a corporation was re- 
garded as if it was a suit by or against the shareholders as partners 
in determining diversity jurisdiction. Bank of the United States v. 
Deveaux, 5 Cranch 61 (U.S. 1809). In 1844, the Supreme Court 
started to retreat from this view in Louisville, C. & C. R.R. v. 
Letson, 2 How. 497 (U.S 1844). After much dissension within the 
court, it was finally decided that all the shareholders should be 
conclusively presumed to be citizens of the state of incorporation 
for jurisdictional purposes. Marshall v. Baltimore & Ohio R.R., 
16 How. 314 (U. S. 1854); see also 1 Moore’s Feperat PRAcTICcE 
487 (1938). This legal fiction of corporate citizenship has been 
attacked by many writers and has resulted in various attempts, 
from 1880 to 1937, to abolish, legislatively, diversity jurisdiction 
for corporations. Se McGovney, A Supreme Court Fiction, 56 
Harv. L. Rev 853, 1258 (1943). 

Most corporations doing business in more than one state are 
incorporated in one state and licensed to do business in the others; 
therefore, for purposes of jurisdiction, the corporation is consid- 
ered a citizen only of the state of incorporation. Baltimore & Ohio 
R. R. v. Koontz, 104 U.S. 5 (1881). Whether a corporation is do- 
mesticated or merely licensed involves a problem of construing the 
corporate charter and the pertinent statutory and constitutional 
provisions. Martin’s Admr. v. Baltimore & Ohio R. R., 151 U. S. 673 
(1893); see 119 A.L.R. 676. The courts, in determining jurisdic- 
tion, do not seem affected by chronological order in incorporating, 
Memphis R. R. v. Alabama, 107 U. S. 581 (1882); by where the 
action arose, Southern R. R. v. Allison, 190 U. S. 326 (1903); Lake 
Shore R. R. v. Eder, 174 Fed. 944 (6th Cir. 1909); or by the method 
of multiple incorporation. Gavin v. Hudson & Manhattan R. R., 
supra. 

A corporation which is compelled to incorporate by a state is 
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not considered a citizen of that state for jurisdictional purposes. 
St. Louis R. R. v. James, 161 U. S. 545 (1896); Southern R. R. v. 
Allison, supra. At times, it is difficult to tell exactly when the court 
will or will not find compulsion. Compare Southern R. R. v. Allison, 
supra, with Memphis R. R. v. Alabama, supra. The basic problem 
arises when a corporation is voluntarily domesticated in more than 
one state. 

A non-resident of the forum can sue such a multistate corpora- 
tion in a federal court in any state in which it is incorporated. 
Muller v. Dows, 94 U.S. 44 (1876). A non-resident can also sue 
the corporation in a state court in any of the states of incorporation 
and the corporation can not remove to a federal curt. Patch v. 
Wabash R. R., 202 U.S. 277 (1907). 

When such a hybrid corporation sues in a federal court in any 
of its incorporating states, it is for diversity purposes considered 
a resident of the state in which the action is brought. If it is in- 
corporated in both Virginia and North Carolina, the corporation 
can not sue a resident of North Carolina in federal court there by 
alleging itself to be a citizen of Virginia. Town of Bethel v. Atlantic 
Coast R. R., 81 F.2d 60 (4th Cir. 1936), cert. denied, 298 U.S. 682 
(1936). But see Nashua R. R. v. Boston R. R., 136 U. S. 356 (1890). 
Still another difficult and unanswered problem would be posed 
by a suit between the corporation and a citizen of one of its in- 
corporating states brought in a neutral forum where the corpora- 
tion was merely licensed to do business. 


In the Gavin case, supra, and the principal case, the corporation 
was being sued by a resident in federal court alleging that the 
corporation was a non-resident. In the Gavin case, supra, the court 
allowed a New Jersey resident to sue a New York and New Jersey 
corporation in the federal court for New Jersey. Judge Goodrich, 
finding no Supreme Court case in point, felt it senseless to pile fic- 
tion upon fiction and force the plaintiff to leave his home state to 
sue one of these multistate corporations in federal court. See Re- 
STATEMENT, ConFLict or Laws § 207 (1934). The reasoning of this 
case would seem to allow the corporation or the opposing party to 
change the domicile of the corporation at will in the allegations. 
This approach would cause only more problems of jurisdiction and 
upset what little order there is to be found in the decisions. 

The principal case, after discussing the Gavin case, supra, at 
length, decided to follow the prior cases in the first circuit. Peter- 
borough R. R. v. Boston R. R., 239 Fed. 97 (1st Cir. 1917); Geoffroy 
v. New York, N. H. & H. R.R., 16 F.2d 1017 (1st Cir. 1927); also 
Missouri Pac. R. R., v. Meeh, 69 Fed. 753 (8th Cir. 1895). The 
court felt that for jurisdictional purposes a multi-state corporation 
must be regarded in each state of its incorporation as solely do- 
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mesticated therein. Many cases tend to support this view. Chicago 
R. R. v. Whitton’s Admr., 13 Wall. 270 (U. S. 1871); Muller v. Dows, 
supra; Town of Bethel v. Atlantic Coast R. R., supra. 

As stated in the Seavey opinion we are “required to deal with 
unrealistic fictions inexplicable to the layman, although the basic 
fiction upon which the concept of corporate citizenship rests im- 
presses us as at least practical.” As long as corporations are al- 
lowed to sue under diversity jurisdiction, there must be some 
guide by which jurisdiction can be determined by the courts and 
lawyers. It would, therefore, seem practical to follow the ortho- 
dox rule that a multistate corporation is to be considered solely 
domesticated in each state of incorporation. 

Much of the conflict in this area stems from the fact that many 
of the Supreme Court decisions were decided in an era when the 
concept of the corporate entity and its law was new and unsettled. 
It is, therefore, not surprising that these multistate corporations 
were considered separate and distinct corporations in each state. 
Ohio & Miss. R. R. v. Wheeler, 1 Black 286 (U. S. 1861); Chicago 
R. R. v. Whitton’s Admr., supra. For practical business purposes, 
it is unrealistic to consider such a corporation anything but a single 
entity. Gavin v. Hudson & Manhattan R. R., supra. 

If there be any reason for diversity jurisdiction, it would seem 
to be to protect the non-resident from local prejudice in state 
courts. Bank of the United States v. Deveaux, supra; but see, 
Friendly, The Historical, Basis of Diversity Jurisdiction, 41 Harv. 
L. Rev. 483 (1928). If prejudice is the basic premise, then it might 
not be so illogical to force the plaintiff to leave his home state if 
he wishes to sue a multistate corporation in federal court. Today, 
however, it is questionable if there is much merit in the prejudice 
theory, especially when a corporation is involved. 

Since there are no major policy considerations behind these 
cases, it is difficult to say which approach should be taken. It would 
help if the Supreme Court would shed a little light upon a field 
in which the last case was decided in 1912. Missouri Pac. R. R. v. 
Castle, 224 U.S. 541. The approach of the principal case is better 
because it follows not only the orthodox rule, but also the practice 
of the federal courts to restrict the scope of their jurisdiction. A 
further answer would be to treat a multistate corporation as a 
party of individuals of various domiciles in every action so that 
it could not resort to a federal court in any of its incorporating 
states under the doctrine of Strawbridge v. Curtiss, 3 Cranch 267 
(U. S. 1806). See Comment, 44 Harv. L. Rev. 1106 (1931). What- 
ever the answer, it should be settled; until then, the lawyer in this 
field will have little but confusion as a guide. 


Charles F. Johnston 
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Loca GOVERNMENT LAw — PARKING METERS — 
DEVELOPMENT OF THEORY FOR THEIR USE. 


Under a state statute authorizing municipalities to “enact ordi- 
nances providing for a system of parking meters designed to pro- 
mote regulation and requiring a reasonable deposit,” G. S. N. C. 
Sec. 160-200, Subs. 31, the defendant town entered into a written 
contract with plaintiff corporation for the purchase of parking me- 
ters. Payment was to be made solely from a fund made up of one- 
half the receipts of the meters, the town agreeing to enact and en- 
force ordinances appropriate to their use. The meters had been in- 
stalled and operated successfully for several months when a newly 
elected town administration repealed the ordinances and repudiated 
the contract. The seller obtained a decree for specific performance 
from which the defendant appealed, contending that the contract 
bargained away the governmental powers of the town. The court of 
appeals, affirming, held, that the town was “engaged in the exercise 
of powers incidental to its proprietary or private character, not 
those governmental or legislative powers vested in it as an agency 
of the state.” The statute authorized municipalities to “engage in 
the business of providing parking space for automobiles” and the 
contract and ordinances were a reasonable exercise of the power 
conferred. Town of Graham v. Karpark Corporation, 194 F. 2d 616 
(4th Cir. 1952). 


From the time that parking meters were introduced in 1935 as 
a regulatory device to aid in the control of on-street parking, ordi- 
nances providing for their use have been upheld, against varied 
objections from many sources, as a valid and constitutional exer- 
cise of the municipal police power. City of Columbus v. Ward, 65 
Ohio App. 522, 31 N.E. 2d 142 (1940); Kimmell v. City of Spokane, 
7 Wash. 2d 372, 109 P. 2d 1069 (1941); City of Bloomington v. Wir- 
rick, 381 Ill. 347, 45 N.E. 2d 852 (1942); 7 McQuiLiiIn, MunIcIPAL 
Corporations § 24.650 (3d ed. 1949); See Notes, 108 A.L.R. 1152 
(1937), 130 A.L.R. 316 (1940). 


In spite of general approval, however, several parking meter 
ordinances have been held invalid and, although some cases may 
be distinguished on their facts, Birmingham v. Hood-McPherson 
Realty Co., 233 Ala. 352, 172 So. 114 (1937), (later questioned in 
City of Decatur v. Robinson, 251 Ala. 99, 36 So. 2d 673 (1948) ); 
City of Galveston v. Galveston County, 159 S.W. 2d 976 (1942), or 
have involved procedural defects, Deaderick v. Parker, 211 Ark. 
394, 200 S.W. 2d 787 (1947), a serious objection has centered 
around the fee charged. While exaction of a reasonable fee to meet 
the costs of operation and supervision is permissible, Bowers v. City 
of Muskegon, 305 Mich. 676, 9 N.W. 2d 889 (1943); Cassidy v. City 
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of Waterbury, 130 Conn. 237, 33 A. 2d 142 (1943); Foster’s, Inc. v. 
Boise City, 63 Idaho 201, 118 P. 2d 721 (1941), the courts repeated- 
ly point out that the police power may not be used to disguise a 
tax or revenue measure. In re Opinion of the Justices, 297 Mass. 
559, 8 N.E. 2d 179 (1937); Bowers v. City of Muskegon, supra. This 
ground alone has been sufficient for invalidation of an ordinance, 
Monsour v. City of Shreveport, 194 La. 625, 194 So. 569 (1940), and 
the revenue scheme was a factor in the unfavorable North Dakota 
decision of City of Fargo v. Sathre, 76 N.D. 341, 36 N.W. 2d 39 
(1949). 

Even the courts upholding the use of parking meters, while 
indicating an obvious desire to allow the municipality as much lee- 
way as possible, have encountered considerable difficulty in recon- 
ciling the production of revenue by means of a regulatory measure, 
and their opinions contain many statements to the effect that “the 
court will not go behind the declared purpose of the act,” Kimmell 
v. City of Spokane, supra; “the fee is prima facie accepted as the 
cost of service,” Phoenix v. Moore, 57 Ariz. 350, 113 P. 2d 297 
(1941); and “the court will not scrutinize the amount of the license 
tax too severely,” City of Decatur v. Robinson, supra. City of 
Bloomington v. Wirrick, supra, and Bowers v. City of Muskegon, 
supra, in particular, illustrate this problem. Note, also, the differ- 
ence of opinion in City of Newark v. Municipal Governing Board 
of New Jersey, 133 N.J.L. 513, 45 A. 2d 139 (1945), (revenue is 
“general” revenue), and Opinion of the Justices, 94 N.H. 501, 51 A. 
2d 836 (1947), (revenue is a special revenue for highway use). 

Ohio municipalities, by virtue of their home rule status, have 
escaped many of the problems encountered in other jurisdictions. 
The validity of parking meter ordinances has been challenged on 
several occasions but in no instance successfully. The revenue 
question has not been raised; rather, the issues have been confined 
largely to procedural difficulties and alleged constitutional viola- 
tions. Hines v. City of Bellefontaine, 74 Ohio App. 393, 57 N.E. 2d 
164 (1943); City of Columbus v. Ward, supra; Chevie v. City of 
Cleveland, 31 Ohio L. Abs. 1 (1939). See also Attorney General’s 
opinion, ’36 A.G. 927, and Turnbull v. City of Xenia, 89 Ohio App. 
389, 69 N.E. 2d 378 (1946), (city permitted to operate meters on 
county premises). 

The judicial difficulties experienced in defending parking me- 
ters on the theory that they are a regulatory device stem from their 
potent revenue raising capacity. Many cities and towns, faced with 
the need to bolster inadequate incomes from other sources, have 
adopted parking meter systems as a solution to their fiscal troubles. 
For this reason, a shift from the police power theory to a “busi- 
ness” theory would frankly establish parking meters as a means 
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of collecting revenue from an out and out rental of streets for the 
temporary storage of vehicles. 1 MunicipaL Law Service Letter, 
Jan. 1951; 2 MunicrpaL Law Service Letter, Feb. 1952, May 1952. 

The principal case represents the first judicial recognition of 
a theory that municipalities may make a business of renting space 
on their streets for the parking of automobiles. The court placed 
the operation of parking facilities, under the enabling statute, in a 
category with such typical municipal service activities as gas and 
water supply, street lighting, and sewage disposal thus making the 
challenged contract and ordinances a clear exercise of proprietary 
power. In the face of the express statutory authorization of a rea- 
sonable fee there was no argument or discussion of the measure as 
an invalid producer of revenue and it was pointed out that an off- 
street facility could as easily have been provided with very little 
or no opposition. 

A serious objection to a complete shift to a business theory of 
metered parking is the limitation on governmental entry into the 
domain of private, competitive enterprise. The view is stoutly de- 
fended in the state courts that for a municipality to carry on a 
competitive business it “must involve a public function or be con- 
cerned with some element of public utility,” City of Cleveland v. 
Ruple, 130 Ohio St. 465, 200 N.E. 507 (1936), and this requirement 
constitutes a major hurdle to be cleared by the municipal venture, 
especially as the dissimilarities between parking facilities and the 
other services cited in the principal case are noted. Bowman v. 
Kansas City, 361 Mo. 14, 233 S.W. 2d 26 (1950); People v. Chicago 
& N.W. Ry. Co., 397 Ill. 319, 74 N.E. 2d 510 (1947); Nash v. Town 
of Tarboro, 227 N.C. 283, 42 S.E. 2d 209 (1947); Note, 41 Harv. L. 
Rev. 775. 

A possible solution is indicated, though, in State v. Rhodes, 
156 Ohio St. 81, 100 N.E. 2d 225 (1951), and similar cases, all con- 
cerning off-street facilities, Mich. Boulevard Bldg. Co. v. Chicago 
Park Dist., 412 Ill. 350, 106 N.E. 2d 359 (1952); Poole v. City of 
Kankakee, 401 Ill. 521, 94 N.E. 2d 416 (1950); See Note, 8 A.L.R. 
2d 374. In State v. Rhodes, supra, the Supreme Court of Ohio up- 
held a plan for an off-street parking garage when the apparent 
failure of private parking concerns to meet the urgent demand for 
service was demonstrated. Relying heavily on references in the 
ordinance to the extreme congestion of the city’s streets — with 
the consequent public inconvenience plus the difficulty in moving 
emergency vehicles—the court distinguished City of Cleveland 
v. Ruple, supra, indicating that city’s lack of any claim of necessity 
or public purpose. Thus, in a situation made difficult or intolerable 
due to the inability of private enterprise to cope with the demands 
made upon it, a municipality may justify its entry into the field 
by accenting the necessity for public intervention. 
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This idea is implicit in the principal decision, 194 F. 2d at p. 
619, and there should be no great difficulty in its application to on- 
street plans. A useful stepping stone might well be the variation 
approved in Wayne Village President v. Wayne Village Clerk, 323 
Mich. 592, 36 N.W. 2d 157, 8 A.L.R. 357 (1949), where on- and off- 
street facilities were combined into a single metered parking sys- 
tem; also potentially valuable is a subsequent decision in State v. 
Rhodes, 158 Ohio St. 129, 107 N.E. 2d 206 (1952), in which on- 
street parking revenues are favorably mentioned in connection with 
the “overall public municipal purpose of furnishing necessary park- 
ing facilities.” 

Perhaps the solution to the whole dilemma lies in the combina- 
tion of the new theory with the old. A combined revenue-regula- 
tion theory would recognize the still valuable function of parking 
meters as an aid to parking and traffic control and, at the same 
time, justify the added flow of revenue to municipal coffers. 


James E. Chapman 


PROPERTY-IDEAS 


Plaintiff presented his scheme for a radio program to an officer 
of the defendant bank and indicated that he expected compensation 
if the proposed scheme were adopted. Defendant wrongfully ap- 
propriated the scheme .without making compensation therefor. 
Plaintiff brought this action. Held: There is a property right in a 
novel idea that is more than a mere abstraction if the idea is re- 
duced to concrete detailed form. The right exists even though the 
idea is neither patentable nor subject to copyright. Belt v. Hamilton 
Nat. Bank, 108 F. Supp. 689 (D.C. 1952). 
Historically the courts have protected tangible property, but 
they were reluctant to disregard the old legal maxim “that nothing , 
could be an object of property which has not a corporeal substance.” 
Miller v. Taylor, 4 Burr 2303 (1769); 13 Ill. L. Rev. 709 (1919). 
Thus, at common law there was no property right in ideas or plans. 
Bristol v. Equitable Life Assurance Society, 132 N. Y. 264, 30 N.E. 
506 (1898); Hughes v. West Publishing Co., 225 Ill. App. 38 (1922). 
But due to the progress and commercial success of the radio and 
other media of advertisement, it became imperative that some pro- 
tection be given ideas and schemes. 
The courts had many obstacles to overcome before the final 
barrier denying a cause of action was removed. They found great 
difficulty in determining how this right could be protected safely 
and justly without inviting an avalanche of unsupportable claims. 
In order to cope more adequately with the problem the courts at- 
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tempted to find some standard that they could follow. It was only 
natural that they turned to the common law copyright for the 
answer. 

The established copyright rule was that every new and in- 
nocent product of mental labor, unpublished, and embodied in 
some writing or material form, is the exclusive property of its 
author and entitled to the same protection which the law gives to 
the possession and enjoyment of other kinds of property. Palmer v. 
DeWitt, 47 N. Y. 532; Aronson v. Baker, 43 N. J. Eq. 365, 12 Atl. 
177 (1888). The author of an unpublished poem, encyclopedic 
article, drama, opera, painting, architectural plan, ordinary letter, 
lecture and sermon was entitled to the exclusive right to the first 
publication. 18 C.J.S. 141. Omitting the question of originality, the 
only basic difference between ideas and the matters covered by 
the copyright law was that the latter were in some definite, tan- 
gible, ascertainable form and the ideas were not. 

The underlying theory seemed to be that a copyright was an 
intangible, incorporeal right, in the nature of a privilege or fran- 
chise, and wholly disconnected from and independent of any ma- 
terial substance, such as a manuscript. King Features Syndicate v. 
Fleischer, 299 F. 533 (2d Cir. 1924); Coca-Cola v. State of Texas, 
225 S.W. 791 (1920). Although the courts gave this theory lip 
service, they were still reluctant to include protection for ideas, the 
main reason being the unreliability of the proof available to sub- 
stantiate the claims. 

At first the courts stated categorically that the originator of 
an idea or scheme had no legally recognized property right which 
was entitled to protection against one who appropriated it. DRoNE 
on CopyYRIGHT, pp. 98, 385 (1879); Bristol v. Equitable Life As- 
surance Society, supra; Hughes v. West Publishing Co., supra. Con- 
ceivably, because of difficulties with its rationalization, some juris- 
dictions partially diluted the doctrine by adding the phrase, “es- 
pecially where the originator is without the means or devices for 
carrying out the ideas or scheme.” Haskins v. Ryan, 71 N. J. Eq. 
575, 64 Atl. 436 (1906); Stein v. Morriss, 122 Va. 390, 91 S.E. 177 
(1917). 

A common law right in ideas, schemes, or plans is now es- 
tablished and accepted in some jurisdictions. Liggett and Myers 
Tobacco Co., Inc. v. Myers, 101 Ind. App. 420, 194 N.E. 206 (1935) ; 
Ryan and Associates v. Century Brewing Ass’n., 185 Wash. 600, 
55 P. 2d 1053, 104 A.L.R. 1353 (1936); Stanley v. Columbia Broad- 
casting System, 35 Cal. 2d 653, 221 P. 2d 73, 23 A.L.R. 2d 216 (1950). 
In those jurisdictions that accept the doctrine of the principal case, 
specific safeguards are enumerated. Recovery may be had only 
when the idea is novel and has been reduced to concrete form prior 
































RECENT DECISIONS 115 





1953] 


to its disclosure to and appropriation by the defendant under cir- 
cumstances indicating that compensation is expected. Liggett and 
Myers Tobacco Co. v. Myers, supra; Stanley v. Columbia Broad- 
casting System, supra; American Mint Corp. v. Ex-Lazx, Inc., 263 
App. Div. 89, N.Y.S. 2d 708 (1941). However, there are no gen- 
erally accepted meanings as to what is novel and concrete. One 
court held that a novel idea consisted of unique elements which 
combine to produce a finished product having a being or distinctive 
existence of its own. Supreme Records v. Decca Records, 90 F. 
Supp. (S.D. Cal. 1950). One could speculate from this that novelty 
is synonymous to originality, originality being the test used to de- 
termine rights under the common law copyright. Dorsey v. Old 
Society Life Ins. Co., 98 F. 2d 872 (10th Cir. 1938). 

When the plaintiff voluntarily divulges his ideas or sugges- 
tions, whatever interest he may have had in them becomes common 
property and as such is available to everyone. Moore v. Ford Motor 
Co., 28 F. 2d 529 (S.D. N. Y. 1928); Peabody v. Norfolk, 98 Mass. 96 
Am. Dec. 684 (1867). A general publication at common law amount- 
ed to an abandonment of the copyright. Wagner v. Conried, 125 
Fed. Rep. 798 (1903); Jewelers Merchantile Agency v. Jewelers 
Publication Co., 155 N.Y. 241, 49 N.E. 872 (1898). But there are 
no clear broad conceptual principles that can be deduced from the 
cases to answer the question of what constitutes a publication of an 
intellectual production which results in an abandonment of the 
common law rights. 

The underlying theory of the copyright law, and the patent 
statute, makes the public benefit the primary consideration and 
the owner’s benefit secondary. United States v. Paramount Pic- 
tures, 334 U.S. 131, 158 (1948). Therefore Brandeis’ dissent in 
the International News Service v. The Associated Press case, 248 
U.S. 246 (1919), deserves careful consideration, especially in those 
jurisdictions that are confronted for the first time with the same 
problem as in the principal case. Brandeis’ discussion of the per- 
plexities and ramifications is very relevant to the present problem. 
He raised two conflicting issues: (1) in order to promote progress 
a maximum exchange of ideas is necessary and (2) in order to 
promote individual initiative some protection for the product is 
necessary. Brandeis concluded that although the propriety of some 
remedy appears to be clear, the courts should decline to establish 
a new rule of law which involves the extension of property rights. 
He considered the legislature better equipped to prescribe the 
limits of property rights in news. The broadening of the property 
concept to include ideas raises similar questions. 

With the increasing complexity of society, the public interest 
tends to become omnipresent and the problems presented by new 
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demands for justice cease to be simple. The creation or recognition 
by courts of a new private right may work serious injury to the 
general public, unless the boundaries of the right are definitely 
established and wisely guarded. In order to reconcile the new 
private right with the public interest, it may be necessary to pre- 
scribe limitations and rules for its enjoyment; and also to provide 
administrative machinery for enforcing the rule. It is a legislative 
function to determine policy and to make new laws, and for this 
job the legislature is much better equipped than are the courts. 

The underlying, initial issue in the principal case is not whether 
the plaintiff has a property right, but is who shall determine what 
his rights are. Whether the courts will continue in these matters 
to encroach upon the legislature’s prerogatives is a question which 
only time can answer. 


Stanley R. Jurus Jr. 

















